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Preface 


The shift of American economy from a peace basis to a war basis 
has changed many elements m the fiscal picture. Not that there is 
one Public Finance for peace times and a different Public Finance 
for war periods. But certain spheres of fiscal theory that are rela- 
tively unimportant in times of peace assume outstanding impor- 
tance when the nation is operating upon a war economy. Fur- 
thermore, the tremendous armament expenditures associated with 
war compel an expansion of federal taxation and borrowing that 
introduces new administrative problems. 

In revising American Public Finance to include the new devel- 
opments of war finance, I have employed the opportunity to bring 
all factual data up to date, and to rewrite freely wherever improve- 
ment might result. As in the earlier editions of this work, the 
primary objective is effectiveness as a textbook for undergraduate 
and graduate courses in Public Finance. In this connection, I have 
gladly employed many of the helpful suggestions made by users of 
the earlier editions who generously corresponded with me and gave 
me much constructive criticism. Chapter divisions have been made 
with a view to weekly assignments for either a one- or two-semester 
course during the average fifteen- or sixteen-week college semester. 
Chapter topics have been organized by sections and subsections to 
give students a clearer structural framework for their understand- 
ing of the subject. Much of the factual detail presented in the ear- 
lier editions is here omitted, since students interested in such detail 
can now be referred to the Tax Research Foundation’s excellent 
biennial Tax Systems of the World. The appendix of administra- 
tive and tax report forms, first included experimentally in the pre- 
ceding edition to afford students opportunity to observe the actual 
application of many of the principles discussed in the text, has been 
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vm 


PREFACE 


a definite teaching aid, according to many instructors, and is re- 
tamed in the present edition. 

My indebtedness to the many friends who have afforded me help 
and encouragement in the original writing of this book and in the 
preparation of this edition must be covered by a blanket acknowl- 
edgment of gratitude. Charts were drawn by Miss Dorothy Mosko- 
witz and Miss Ruth Knapier. Miss Helen Viggiani was my general 
manuscript and publication assistant. 

W. J. S. 
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Introduction 


“Public Finance” is a loose term. “Public” as an adjective may 
describe not only the activities of a government, but those of a utility 
or a charitable association. “Fmance” covers all forms and cate- 
gories of monetary transactions — of individuals, of banks, of busi- 
ness corporations, and of governmental units. In combination, the 
terms “public” and “finance” do not, by themselves, describe any 
particular field of knowledge or study. But a century of popular 
usage in England and the United States has given “Public Finance” 
a precise connotation. “Public Finance” is the study of the facts, 
the principles, and the techniques of obtaining and expendmg 
funds by governmental bodies. 

The subject matter of Public Finance has not been strictly de- 
limited. Occasionally, individual scholars arbitrarily annex special 
topics to the general body of fiscal ^ thought. Quite often, they just 
as arbitrarily exclude some topic previously an integral element of fis- 
cal knowledge. In this respect, Public Fmance resembles other liv- 
ing and growing bodies of human knowledge; only narrow scholar- 
ship would demand rigid boundaries for its subject matter. 

Three basic divisions in the subject matter of Public Fmance are 
generally recognized: (1) the study of governmental ^ functions and 
expenditures, (2) tlie study of governmental borrowmg and indebt- 
edness, and (3) the study of current sources of governmental rev- 
enue, of which the most important is taxation. Those writers who 
isolate the technical aspects of raising and spendmg governmental 


1 “Fiscal’* is the adjective corresponding to the noun-term “Public Finance.” It covers 
the expenditure of governmental funds as well as the obtaimng of such funds. 

2 Note that throughout this volume “governmental” is used in preference to “public” as 
an adjective applied to the actnitus of cuvemments, whether federal, state, or local The 
author would prefer the term “Governmental Finance” to “Public Finance” but defers to 
general usage in this mattei 



2 


INTRODUCTION 


funds, add a fourth general subject— “fiscal administration.” In 
our analysis, admmistrative techniques associated with public ex- 
penditure are discussed under that headmg, and tax administration 
is handled as a subdivision of taxation. Interrelations of federal, 
state, and local finances, of special importance in the United States, 
are brought together m a final section. 

PUBLIC FINANCE AS A STUDY 

Public Fmance, we have said, surveys the principles and the tech- 
niques of certain governmental activities. As a study of principles, 
of cause-and-eflfect relationships, Public Fmance must be considered 
a social science. As an exposition of techniques, of practical nieth- 
‘ ods of raising and spending governmental funds, it is a political art. 

Public Finance and related studies 

Public Fmance has developed few of its own principles. Instead, 
it has borrowed heavily from older, pre-established social sciences. 
Economics contributed first premises m the study of the shifting 
and the effects of taxes, and the effects of governmental expenditures 
and borrowmgs. Social Psychology and Sociology provided the 
derivation of some prmciples of tax administration. From the 
science of Government, Public Fmance has accepted many gen- 
eralizations; the analysis of governmental functioPs in Chapter I of 
this study, the subsequent discussion of expenditure and debt con- 
trol, and the ultimate exposition of the mterrelation of federal, state, 
and local financial functions — all are derived from the science of 
Government. Fmally, History supplies evidence to support or con- 
tradict the various propositions which come under the purview of 
Public Finance. 

Even as a political art— as an exposition of fiscal technique and 
procedure. Public Finance is not mdependent of allied fields of 
study. Since the powers of governments to spend, borrow, and tax 
are limited by constitutional and statutory restrictions, principles of 
law, and particularly of constitutional law, are an important back- 
ground element for the study of Public Finance. Some understand- 
mgof accounting procedure and practice is essential to the study of 
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governmental units as going business concerns, and to the apprecia- 
tion of the virtues and disadvantages of taxes levied upon various 
aspects of busmess activity. 

Clearly Public Finance is not a single, compact, self-sufficient 
branch of human knowledge. Rather, it is a synthetic subject, 
pieced together from several allied sciences and arts. It achieves 
such self-unity as it possesses through the homogeneity of its subject 
matter — the monetary aspects of the activities of governmental 
bodies. 

Public Finance is commonly studied as a branch of Economics, 
but this circumstance is more an accident of tradition than a rea- 
soned conclusion. The Physiocrats, Adam Smith, and the English 
economists of the early nineteenth century were active critics of 
Mercantilism, a doctrine of governmental supervision and regulation. 
In their inquiries into the virtues and vices of various governmental 
activities, they searchingly considered the fiscal aspects of govern- 
mental activity in general. So far-reaching was their influence that 
later students viewed Public Fmance as an integral element of Eco- 
nomics. Conceivably, had the problems of Public Finance a century 
ago been considered by students of governmental organization in- 
stead of Economics, Public Finance today might be studied as a 
branch of Political Science. That Public Fmance is commonly 
classified as a subdivision of Economics must not blind students to 
the important elements of Government, of Law, of Sociology, and 
of otlier sciences and arts embodied m it. 

Methodology of Public Finance 

Public Fmance has been described as both a political art and a so- 
cial science. As a political art, it is an exposition of a technique. It 
presents a series of judgments, conclusions, and maxims on particu- 
lar issues of practice and procedure, which may be taken as a guide 
and standard by legislators, administrative officials, and students of 
public affairs. Budgetary procedures and other expenditure con- 
trols are recommended. Debt management is analyzed. Techniques 
of tax administration are submitted. 

These judgments, conclusions, and maxims — ^this fiscal art or tech- 
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nique— are not arbitrary, a prion propositions. They have evolved 
from scientific inquiry into the problems of governmental income 
and expenditure. Only after extensive comparative research, for 
example, was it possible to conclude that state assessment of extensive 
public utility properties is preferable to local assessment.® 

A political art, technique, or procedure is lifeless. Judgments, 
conclusions, and maxims, of themselves, give birth to no new wis- 
dom. They remain as they were formulated. Were society non- 
progressive, a fixed fiscal technique or procedure might be con- 
tinuously effective and valuable. But, where changes are rapid, as 
m the Western World in recent times, a fixed technique or procedure 
IS soon outmoded and valueless. With the development of state 
aid,* of serial bonds,® of gasoline taxes,® within recent years, new 
procedures and critiques had to be formulated. If the judgments, 
conclusions, and maxims which constitute the art of Public Finance 
are to remain pertinent to actual governmental needs and circum- 
stances, they must be ceaselessly expanded, modified, and supple- 
mented by scientific mquiry. Students of Public Fmance must be 
alert to pursue their mqukies into new subjects and new phases of 
familiar subjects. There can be no resting content with the fiscal 
technique previously acquired. 

What is the methodology of Public Fmance as a science ? Nine- 
teenth-century writers on Public Finance debated the respective 
merits of the deductive or the inductive method of inquiry. But 
this controversy has subsided, and its echoes are silent. In the science 
of Public Fmance, as in most other fields of knowledge, deduction 
and induction are complementary tools of mquiry. 

Inductive fiscal mquiry may be descriptive, historical, or statistical. 

Until recent ye^s, description— the case-study approach— has 
been the primary inductive tool of Public Finance, as of most, social 
sciences. In the United States, at least, comprehensive information, 
or even data sufficient to permit application of the sampling tech- 
mques, was lacking for most fiscal topics. Students of Public Fi- 

^Scc pp 388 0 of this volume, 

* See pp 733 0 of this volume. 

® Sec pp. 678 0 of this volume. 

^ Sec pp, 581 0, of this volume. 
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nance were limited to detailed examination of the few individual 
cases where facts could be had. Such a case analysis of fiscal activity 
in Wisconsm or Boston might be used to support some general 
proposition of Public Finance — ^but there could be no assurance that 
Wisconsm or Boston provided a typical mstance. As ever more in- 
dividual case studies have become available, however, limited gen- 
eralizations and working hypotheses, expressed in terms of possi- 
bility and occasionally probability, have been formulated. 

Within recent years, statistical data on many phases of Public 
Finance have accumulated rapidly. Federal, state, and local bureaus, 
and various research agencies, now publish voluminous figures on 
governmental activities All the variations of statistical procedure 
are available for the marshaling and use of these figures to discover 
pertinent generalizations for Public Finance. Statistical data are so 
complete that definite and final conclusions can be formulated in 
many instances. The tabulation of state and local tax revenues, for 
example, conclusively establishes the growth in the relative im- 
portance of the gasoline tax and motor vehicle license charge.^ In 
other cases, the conclusion derived from a statistical calculation can- 
not be stated as absolute, but it may be put forward tentatively as a 
probability or as an indication of a trend. Thus it may be stated that 
in normal circumstances it is improbable that business corporations 
can shift the federal corporation income tax.® The value of the 
complete and tentative generalizations contributed by statistical in- 
quiry to the science of Public Fmance during recent years cannot be 
overestimated. 

Descriptive and statistical analysis of current fiscal problems can 
be supplemented, within limits, by historical research. Every ap- 
propriation bill, every tax or governmental loan statute passed by 
legislative bodies, is in the nature of an experiment. Its results, 
favorable or unfavorable, appear in the course of time, and are noted 
in ofiScial or unofiEcial studies and reports. This record of past ex- 
periences is comparable to a series of experiments, with continual 
variation in controlling factors; as the scries grows fuller and the 

^ Sec pp. 338 and 3d0 of this volume. 

« See pp» 487 St this yolumc. 
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variations cover more and more of the important factors involved, 
specific cause-and-effect relationships can be isolated and estab- 
lished as generalizations. The federal Treasury’s unhappy experience 
with bond issues during the Civil War, as contrasted with the suc- 
cessful marketing of the World War I Liberty Loans, for instance, 
is an eloquent commentary on the importance of marshaling and 
firing patriotic sentiment to create a popular market for war loans. 

But historical instances and analogies must be used .with supieme 
care. The student of Public Finance must remain aware that posi 
hoc non est propter hoc — that the accident of historical occurrence 
does not, solely of itself, establish causality. Contributing factors 
present in the historical case may be absent in the present, or vice 
versa. Too often the hasty scholar or the willful propagandist for- 
gets that “circumstances alter cases,” and improperly draws parallels 
between past and present events The failure of state income taxes 
prior to 1911, for example, is not an argument against the present- 
day levy of state income taxes, for improved administrative tech- 
nique has been developed which makes possible today what was im- 
possible forty years ago. 

Inductive inquiry, whether historical, descriptive, or statistical, 
is likely to give a series of disconnected conclusions, hardly to be 
considered a system or science. These scattered truths must be co- 
ordmated and related by deductive reasoning, and a background for 
them must be built up by correlating them with the allied social 
sciences and arts. 

Syllogistic, reasonmg, progressing from generalizations to particu- 
lar circumstances, is the fundamental method of deductive inquiry. 
Thus, given the legal generalization that the states may not levy 
taxes on the acts of importation or exportation, it can be concluded 
that a particular state may not levy a license tax on importers and 
exporters. The syllogistic method of inquiry is obvious, and need 
not further claim our attention, 

HISTORY OF PUBLIC FINANCE 

Public Finance is the study of fiscal systems. Since fiscal systems 
presuppose the existence of the political organisms known as States, 
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Public Finance as an art and a science could not come into existence 
until the progress of civilization produced States. 

Public Finance in antiquity 

Archeological studies indicate that, besides the Egyptian, several 
of the early east Mediterranean, Mesopotamian, and Indian civi- 
lizations achieved a high degree of political mtegration. In marked 
contrast with the revenue policy of modern States, the fiscal systems 
of these early civilizations depended heavily upon tribute from con- 
quered peoples and slave labor employed by the State. None the less, 
the ancient governments developed broad systems of indirect taxa- 
tion, whose major elements were charges on land transfers and on 
commercial transactions. Imperial Rome levied an inheritance tax 
and a general sales tax. 

Writings and treatises from the Roman and Greek civilizations 
have survived to modern times, but the written word of older civi- 
lizations has, with a few fragmentary exceptions, perished. Not 
improbably, the technical knowledge of fiscal admmistrators in these 
older civilizations was embodied m one or another written form; 
such documents have not persisted through the millennia, but 
that does not disprove their having existed. From the Greek era 
there is left a short treatise, the Atheiitan Revenues, by Xenophon; 
incidental comments on matters fiscal arc found m the writmgs of 
Plato and Aristotle. Analysis and criticism of Roman fiscal systems 
are encountered frequently in the writings of the Roman historians 
and commentators. 

Public Finance prior to Adam Smith 

When Imperial Rome collapsed, western Europe entered upon a 
period of political anarchy which eventually crystallized into the 
semigovernmental order known, as the feudal system. Fiscal sys- 
tems, and all possibilities of a study of Public Fmance, ended with 
the disappearance of the State as a factor of political organization. 

From the eleventh century onward, a group .of commercial cities 
grew and flourished in Italy and northern Europe, In time, they 
gained political independence from the feudal lords under whose 
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protection they were first established, and became true city-states. 
Their governmental activities and their revenue requirements were 
extensive. Treatises on Public Finance were written in several of 
these Italian and north European city-states; the most noted were 
written at the close of the fifteenth century by the Florentine his- 
torian Guicciardini and the Neapolitan councilor Diomede Carafa. 

Fiscal problems of increasing magnitude were placed before the 
thinkers of Europe with the establishment of national states in west- 
ern Europe and the growth of principalities and kingdoms in cen- 
tral Europe. Jean Bodin, the French writer, examined the sources 
of public revenue in his study on political science. Six Itvres sur la rc- 
publique, published in 1576. Mercantilist disputation in seventeenth- 
century England' stimulated a flood of controversial literature upon 
the effects of excise taxes. The outstandmg work was A Treatise of 
Taxes and Contributions (1662) by Sir William Petty. To this pe- 
riod also belong the fiscal writings of John Locke, William Temple, 
and Charles Davenant. 

During the eighteenth century, significant contributions to the 
study of Public Finance were made in France, in Germany, in Aus- 
tria, and in England. Vauban’s Projet de dime royale, a criticism of 
the French system of indirect taxes, which appeared in 1707, was the 
most important of the French contributions. Boisguillebert, writ- 
ing in the same year, and Montesquieu in his L’ esprit des lois (1748) 
also gave close attention to the tax system of the French monarchy. 
The Physiocrats Quesnay, Mirabeau, and Turgot, prominent in the 
second half of the century, proposed a single tax on land to replace 
all existing indirect taxes, which, they believed, were in all cases 
shifted to the land owners. 

Eighteenth-century German writers on Public Finance were, with- 
out exception, chamberlains and ministers of the reigning petty 
kings and princelings of central Europe. Their major interest was 
the practical technique of raising revenue for their royal masters; 
they dealt with the problems of Public Finance essentially from the 
^sition of the official and administrator. Their viewpoint having 
been that of the royal chamber, they have been given the group 
name, Cameralists.” Von Justi, author of Staatswirtschaft (1775) 
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and System des Pinanzu/esens (1766), is most frequently cited as 
representative of the group. 

To the English writers of the eighteenth century, Public Fmance 
was incidental to the broader subject of Mercantilism. They 
reached their culmination in Sir James Steuart’s Principles of Politi- 
cal EcotKtmy (1767). 

Adam Smith and the English school 

Adam Smith’s The Wealth of Nations, published in 1776, was a 
broadside attack on the accepted doctrine of Mercantilism rather 
than a general textbook exposition of the principles of Economics. 
Book V oi The Wealth of Nations was devoted to questions of taxa- 
tion, but it was not to be expected that Adam Smith should present 
a full and well-rounded study of all phases of Public Fmance. None 
the less, such was its broad scholarship and keenness of argument, 
that both in England and on the Continent it became the foundation 
for subsequent study on Public Finance.® The great and lastmg 
contribution of The Wealth of Nations to the science of Public Fi- 
nance was its emphasis upon the role of prmciples of equity in the 
distribution of tax burdens. Smith also emphasized the relationship 
between Public Fmance and Economics, and made frequent refer- 
ence to the economic effects of particular taxes, but he developed no 
broad theories of incidence. 

English economists after Adam Smith devoted occasional atten- 
tion to tlie problems and principles of Public Finance. First of a 
series of studies in this field was David Ricardo’s The Prinaples of 
Political Economy (1817). To the extent that it dealt with problems 
of taxation, Ricardo’s work complemented The Wealth of Na- 
tions, since it exploited the field of tax shifting and incidence. Sub- 
sequent English writers in this field were not numerous, but a dis- 
tinguished line may be traced through McCulloch and J. S. MEl to 
C. F. Bastable and A, C. Pigou. They continued essentially within 

> Unfortunately, the great authority of Adam Smith's name has been unfairly borrowed— 
and still IS all too frequently appropnated— as authority for restricuvc views on the scope of 
governmental fupt^ons and on the propriety of various forms of taxation. The funda- 
mental fiscal principles" of Adam Smith were pertinent for the last quarter of eighteenth- 
century England. For twcnpcth-century America their interest can be only histoncal. 
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the tradition established by Smith and Ricardo, occupied themselves 
with the theories of proper distribution and incidence of taxes, 
and gave little attention to the history of taxation or to its social or 
administrative aspects. During the last thirty years of the nineteenth 
century, several able writers turned their attention to the special 
problems of local finance, and enriched fiscal literature with valuable 
studies on this subject. 

Public Finance on the Continent 

Nineteenth-century French writers were interested in the theo- 
retical aspects of Public Finance. P. Leroy Beaulieu’s great treatise, 
TraitS de la saence des finances (1877), was an encyclopedic pre- 
sentation of contemporaneous scholarship rather than a further prob- 
ing into fiscal problems. Two other general studies of public 
finances by French economists — G. Jeze’s Science des finances (1896) 
and E. Allix’s TraitS elementaire (1907)-^achieved an international 
reputation. R. Stourm’s trail-blazmg book Le Budget (1889) be- 
came a classic. Since World War I, French students of Public 
Finance have been acutely concerned with problems of fiscal ad- 
ministration. 

Germany was the seat of the greater part of nineteenth-century 
research and scholarship in Public Finance. A number of treatises 
on Public Finance, all strongly influenced by Adam Smith and Ri- 
cardo, appeared in rapid order early in the century; the most im- 
portant of these was the Grunds'dtze der Finanzmssenschaft (1832) 
by K. H. Rau. These early studies not only covered the subject of 
taxation, but extended to problems of governmental expenditure, 
borrowiag, and credit. 

Toward the middle of the century, German fiscal scholarship 
made several new departures of great importance to the future study 
of Public Finance. Together with other economic subjects, Public 
Finance was taken up by the “historical school” of German econo- 
mists. While the work of Schmoller and Schaffle bore only inci- 
dentally on Public Finance, many of their pupils spent a lifetime 
of research upon the history of taxation, ancient and modern; under 
the editorship of Georg Schanz, the pages of Germany’s great fiscal 
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periodical, the Finanz Archiv, were ever open to studies of tax his- 
tory. A second divergence of German scholars from the Adam 
Smith tradition was the propensity of several writers — noteworthily. 
Von Stem — to treat Public Finance as a branch of governmental or 
political science. For ultimate authority, they looked to the Camer- 
alists rather than to Adam Smith. Finally, through the far-reaching 
influence of Adolf Wagner, the social aspects of Public Finance — 
the possibility of utilizing the fiscal elements of government as 
agencies of social reform — came to be recognized. 

During the latter part of the nineteenth century and the first 
quarter of the twentieth century, Italian scholars also were active in 
Public Finance. To some extent, the Italian fiscal economists de- 
rived their inspiration from German writers, and devoted consider- 
able attention to historical studies and to the social aspects of taxa- 
tion. Another source of inspiration for the Italian writers was the 
Austrian development of the doctrine of marginal analysis; unfor- 
tunately, in pursuing this Ime of analysis, the Italian economists 
tended to forsake all practical realities for tenuous speculation. The 
most significant Italian fiscal study was A. Graziani’s Manmle della 
scienza delle finanze (1893). 

American writers on Public Finance 

When a national government finds difficulty in disposmg of a 
revenue surplus, as did the American federal government during 
the 1880’s, scholarship m Public Finance is likely to go begging. 
Not until the close of the century did American writers make any 
significant contributions to the study pf Public Fmance. Then, 
within fourteen years, from 1887 to 1900, there appeared six impor- 
tant American studies. Three of these, Public Debts (1887) and 
The Science of Finance (1898) by Henry C. Adams, and The 
Theory and Practice of Taxation (1900) by Da,vid A. Wells, showed 
a derivation from the English school of fiscal thought. The other 
three studies. Taxation in American States and Cities (1888) by 
Richard T. Ely, and The Shifting and Incidence of Taxation (1892) 
and Progressive Taxation (1894) by Edwin R. A. Seligman, were 
clearly influenced by the German doctrines of scholarship, emphasis 
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being laid upon a historical approach, and consideration being given 
to the social aspects of taxation. 

But neither the English nor the German school of fiscal thought 
gained predominance in the United States, In this country, the 
federal government, the 48 mdependent state governments, and the 
176,000 local governments havmg fiscal semi-independence, present 
a factual problem so stupendous that American students of Public 
Finance have found little opportunity for extensive studies into the 
general history and principles of taxation. Pressing problems of 
state and local finance have drawn American fiscal scholarship into 
localized fields, mto studies of the fiscal systems of individual states, 
or into critical analysis of fiscal problems particularly affecting the 
states and the local governments. Many of our fiscal administra- 
tors are keen scholars of a “cameralist” type. Many of our ablest 
academic fiscal scholars are drafted into administrative harness or 
serve on “advisory commissions.” In consequence, until very re- 
cently American fiscal scholarship was held fast to the immediate 
and the practical. Theoretical first principles have been accepted 
blindly from classical sources, or have been improvised casually in the 
course of rationalizing arbitrary conclusions. 

The past decade has witnessed a noteworthy channeling of Ameri- 
can fiscal scholarship into inquiry upon the social and economic re- 
percussions of governmental expenditure, taxation, and borrowing. 
The Twentieth Century , Fund has published several significant 
studies on this subject Some of the recent articles in this field con- 
stitute outstanding contributions to theoretical literature of Public 
Finance. 
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CHAPTER I 


Scope of Governmental Expenditure 

Should the federal government expend funds on battleships — or 
to dredge a Mississippi River channel — or upon a work relief project ? 
Should a state government pay for judges’ salaries — or for concrete 
motor highways — or for unemployment insurance ? Should a county 
spend for school purposes — or for poor relief— or for swamp drain- 
age? Should a city hire and pay firemen — or construct a water- 
supply system— or provide a children’s playground? 

Questions such as these are ever-recurrent vital political issues. 
They arise m the debates of Congress, of state legislatures, of local 
councils. They are the theme of countless published articles and edi- 
torials. They are frequently the subjects of election controversies. 

What answers does the science of Public Finance give to these 
specific and pertinent questions? None! Such questions are facets 
of the fundamental query: What are the proper functions of Gov- 
ernment ? And the many attempts to frame a categorical theory of 
governmental functions have been without success, smce there are 
no provable generalizations upon human nature to serve as first 
premises for any of the arguments. 

’ POLITICAL THEORIES 

Political thought ranges between two poles — the anarchist State in 
which government would be practically nonexistent and m which 
all necessary economic and social controls would be exercised by 
voluntary groupings of individuals, and the communist State which 
would exercise all ownership and operation of productive property 
and be the source of all economic enterprise. From the anarchist 
ideal stem the laissez-faire, mdividualistic doctrines of governmental 
activity, which until recent years dominated English and American 
writings on Public Finance. From the communist ideal is derived 

15 
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the growing body of “colkctivistic” proposals and legislation, m the 
United States as well as abroad, for governnacnt intervention and 
activity in fields “touched with a public interest.” 

Individualistic doctrine 

Most early nineteenth-century writers on Public Finance held that 
the State should act only as “passive policeman,” guaranteeing to 
each individual the fullest freedom for the exercise of his faculties 
compatible with the equal freedom of all others. When, said these 
writers, the State assumed to do more than protect the individual 
m the exercise of his faculties, when it assumed to participate posi- 
tively in the development of human nature or of human capacity 
and character, it defeated itself and retarded the development of the 
“fullest life.” Free public education was frowned upon as being 
outside the proper sphere of the State’s activities. Roads and canals 
could be constructed better by private corporations. Government ex- 
penditures for social welfare were beyond the pale of orthodox 
thought. As one conservative English parliamentarian wrote in 
1830 : 

Every particle of expense that is incurred beyond what neces- 
sity absolutely requires for the preservation of the socia l order and 
for protection against foreign attack is an unjust and oppressive 
imposition upon the public.^ 

But the march of events contradicted these conservative .doctrines. 
In an era of swift development, no sooner had these observers fin- 
ished dogmatizing about the limits of State action than they had the 
questionable pleasure of seeing their dogmas set aside in favor of 
necessity or expediency. 

Later writers of the English and French schools of political 
thought discarded the rigid yardstick of their predecessors. They 
compromised between social conservatism and the progress of the 
times by classifymg governmental functions as primary and second- 
ary. The primary functions were military and civil protection, and 
the civil administration of government. All other activities— support 


iSir Harry Parnell, On Fmmml Reform (London, 1830), p, 118, 
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of the schools, budding and maintaining roads, all forms of public 
improvements, all forms of social welfare activity — were classified 
as secondary. Expenditure on the primary activities of government 
was justifiable per se. Expenditure on the secondary activities was 
to be looked upon askance. If a great public benefit was clearly and 
unmistakably discernible, then expenditure on secondary govern- 
mental activities might be approved, but approval could be accorded 
only if such benefit were established beyond reasonable doubt. 

CoUectivistic doctrine 

At the ultimate extreme of communist doctrine would be the prop- 
ositions that all economic and many noneconomic activities are 
“touched with a public mterest,” ^ and that the State should absorb 
and embrace all, or nearly all, human effort. Given the wish that is 
father to the thought, some element of “public interest” or “social 
benefit” can be discerned in practically every activity. After all, the 
“public,” or some part of it, has an “mterest” in every element of 
production and manufacture, in every merchandising procedure, m 
every standardized or individualized service rendered. 

Extreme communism, like anarchism, is rarely advocated. But 
just as a moderated selection of anarchist principle could be erected 
mto the practical political philosophy of “mdividualism,” so a mod- 
erated communism — or “collectivism,” as its proponents prefer to 
call it — could be developed mto a practical political agenda. In 
piecemeal fashion, this “collectivist” doctrine has had incidental ac- 
ceptance in the United States throughout this country’s history, and 
has m recent years obtained wide popular and official support.® 

As far back as colonial times education was accepted as a gov- 
ernment function. A passion for “internal improvements” during 
the first third of the nineteenth century led the states to construct 
highways and canals; later the states assisted railroad and banking 
development. Free hospitalization, maternity assistance, old-age 
pensions, and unemployment insurance are expansions upon earlier, 


2 The term is used here in a loose popular sense* not in its stricter legal coonotatioa. 

®Cf Herbert D. Simpson, “The Problem of Expanding Governmental Acdvitiea,’^ 
American Econotntc Review, supplement, Vol 24, pt* 1, March 1934, pp 151-160. 
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rudimentary poor relief. Agricultural aid has assumed protean 
forms. Group disasters are now held to be matters of public con- 
cern, and the relief of the victims through governmental agency, a 
social obligation. Through the Federal Reserve System, the Farm 
Credit System, the Home Loan System, and the Home Owners 
Loan Corporation, the federal government has become the major 
purveyor of credit. TVA is discussed as a forerunner of still greater 
“control” projects in the Mississippi Valley and the Far West. Con- 
sideration has been given to the suggestion that a long-term federal 
public works program be maintained to give relief employment, 
and, through the establishment of regulatory authorities — the Inter- 
state Commerce Commission, the Federal Trade Commission, the 
Securities Exchange Commission, and other federal bodies, a horde 
of state public utility commissions, boxing commissions, racing com- 
missions, and innumerable municipal departments and commissions 
of markets, plumbing, elevator inspection, etc. — the protective func- 
tion has expanded from its earlier simple soldier-policeman status to 
an all-embracing guardianship of the mdividual m his personal and 
business capacities. 

Critique 

Anarchism and communism as theories of government are suscep- 
tible of neither proof nor disproof. The doctrmes of individualism 
and collectivism, derived from them, are likewise mnocent of logical 
foundation. Any governmental activity can be' either condemned or 
approved, depending upon the prmciple used as first premise. A 
writer who believes with the individualists that “the least govern- 
ment is the best government,’ will obviously condemn government 
expenditures for unemployment relief or regulation of security 
issues. Another, who believes that it is a matter of “public interest” 
to maintain the physical condition and morale of the unemployed 
and to protect the untutored investor, .will just as obviously approve 
such expenditures. 

Political philosophy, we must conclude, provides no yardstick for 
determining the valid functions of the State. Bases for arguments 
pro and con may be had, but so long as the first premises are bare 
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credos, the arguments must remain inconclusive. Popular opinion, 
which gives' little thought to political first premises and less heed to 
logical argument, but obeys deep group-emotional urges, has during 
the past fifty years swung steadily and at an accelerating pace from 
its earlier individualistic attitude toward governmental activity to 
an increasingly collectivistic acceptance of broadened governmental 
service. President Cleveland could, with general approval, veto an 
appropriation of $25,000 to buy seed corn for Texas farmers ruined 
by drought, with the statement, “I veto this appropriation because 
there is no warrant in the Consutution of the United States for tak- 
ing the funds which are raised from the taxes and giving them from 
one man to another, and I further veto it in order to teach the lesson 
that while the people support the government, the government does 
not support the people.” Today we accept federal appropriations 
for farm aid as a matter of course; likewise as a matter of course we 
accept federal expenditures on antitrust investigation, state expendi- 
tures on unemployment msurance, municipal expenditures to oper- 
ate radio stations. 


ECONOMIC DOCTRINES 

Economics has endeavored to mediate between the individualist 
and collectivist doctrines of governmental activity. It has analyzed 
the element of “productivity” in governmental functions. It has 
sought, in the principle of “comparative social benefit” or “compara- 
tive social utility,” a yardstick by which to approve or condemn gov- 
ernmental activity. By measuring governmental expenditure 
against various bases, it has endeavored to establish quantitativi 
standards for comparing public functions as between governments 
and over periods of time. And finally, some attempt has been made 
to define the “economic limits,” or possible maxima, of governmen- 
tal expenditure. 

Quite evidently, these economic contributions fall far short of 
establishing definite canons on the scope of governmental activity. 
At best and at most, they clarify or raise some side issues but they 
dp not settle the basic political arguments. 
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Productivity of governmental expenditure 

Conservative writers occasionally attack governmental activity as 
“unproductive.” They contend that the State takes from its citizens 
funds which otherwise would be used to grow food, to build houses, 
to manufacture shoes and ships and sealing wax. These funds arc 
spent on salaries and for materials consumed by the various adminis- 
trative departments. Funds which might be devoted to “produc- 
tive” use have been diverted to “nonproductive” activity. This eco- 
nomic argument is used to bolster the political argument, already 
noted, that the sphere of governmental activity should be restricted 
to a minimum. 

The controversy turns upon the definition of the terra “pro- 
ductive.” If the term is limited to the production of tangible com- 
modities, governmental activity will certainly appear less “produc- 
tive” than individual activity. A larger proportion of governmental 
than of private activity results in the creation of intangible services. 
Although some governmental functions result in material products 
—weapons forged in arsenals or highways built by states — ^imma- 
terial services such as judicial process, police and fire protection, 
education, social relief, and public utility regulation predominate. 
But Economics no longer identifies “productive” with “material.” 
All nondetrimental and nonparasitic activities which satisfy ma- 
terial or immaterial wants of the community are now classified as 
“productive.” The actor is as “productive” as the bricklayer; a 
member of a federal commission or a teacher is no less creative than 
a manufacturer of spools. 

Governmental and private activities are to be judged by the same 
standards. A governmental function, like a private enterprise, may 
occasionally prove detrimental. Bad legislative or administrative 
judgment may result in a project which not only fails to produce 
the desired result but which directly or indirectly injures individuals 
or the commumty. Should a faulty dam crumble, a city would lose 
Its water mpply, and a countryside would be flooded. And some- 
times a sinecure governmental position, preserved as a “political 
p um y a dominant party machine, may be purely wasteful, with- 
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out discernible benefit to anyone but the incumbent. But these ac- 
cidentally detrimental or casually wasteful activities are exceptions. 
Normally, the service resulting from a governmental expenditure 
benefits some, many, most, or all its citizens. Schools serve both the' 
children who attend and the social structure of which at maturity 
they become component parts. A playground which promotes the 
health and protects the moral character of city children has produced 
values far above any monetary measure. In this generation, the 
care of the sick, the insane, the aged poor, and the unemployed is 
deemed an obligation of society. Those state and local govern- 
ments which provide for the care of these classes are then definitely 
fulfilling a social want. By the current standards of Economics, 
these services are “productive.” 

Questions may be raised on the “productivity” of military and 
naval preparations. Are not such activities “unproductive” or even 
detrimental, in that they are an ever-present inducement to war? 
Is not war, an outstanding function of national government, the 
supreme example of “unproductive” detrimental governmental ex- 
penditure? There are no canons of judgment for answering this 
question. A defensive war, it may be argued, cannot be viewed 
as detrimental, since preservation of the nation is the supreme bene- 
fit; even offensive warfare may be justified on the ground that “a 
strong offensive is the best defense.” On the other hand, it is fre- 
quently argued that there is no such thing as a “defensive” war. 
The issue must remain open. Whether the billions of dollars which 
the federal government has spent upon its army and navy, upon 
“defense,” and upon warfare are to be accounted supremely bene- 
ficial and, therefore, supremely “productive,” or whether they are to 
be considered supremely detrimental, depends upon the individual’s 
personal viewpoint and prejudice. 

Doctrine of “comparative social benefit” 

To establish governmental expenditure as “productive” does not 
settle the issue of the proper scope of governmental activity. Some 
basic questions are still unanswered. Should any specified activity 
be undertaken by the State or the mdividual ^ Should the State as- 
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sume a specified function though it thereby deprive individuals of 
funds which they would otherwise have devoted to some other class 
of consumption or production ? Economics has sought a solution to 
these problems through the doctrine of “comparative social benefit.” 

As modern fiscal writers frequently phrase the idea, governments 
are agencies through which society makes a certain class of expendi- 
tures — those producing a general social benefit. Such social benefit 
will be derived from any undertakmg “touched with a public inter- 
est.” What activities are “touched with a public interest”? Here 
again is the ever-present individualist-collectivist issue. The fiscal 
economist leaves the question unanswered. 

Assuming some degree of “public interest” in State functions, 
funds for them must be diverted from the individual expenditures 
and savings of various classes of the population. In the long run, 
allowmg for public borrowing and its repayment, State expendi- 
tures constitute a corresponding reduction of funds available for in- 
dividual expenditure and saving — if my income tax is increased to 
help pay for a rearmament program, or if my property tax is raised 
to provide for an expanded school system, obviously I am left with 
less funds to buy the dresses my wife would like to wear, or to spend 
on amusements, or to invest. Is the social benefit derived from the 
government’s expenditures greater or less than the personal benefit 
which the original holders would have derived from the use of these 
funds? If greater, the governmental expenditure is justified. If 
less, the function must be condemned. This principle of “maximum 
social advantage,” as one English writer names it, becomes the 
measuring rod of governmental activity. 

Some American fiscal economists achieve a finer definition of the 
“social benefit” concept by applymg to it the principle of marginal 
utility. As a government service is increased, the marginal utility or 
“marginal social benefit” of each additional increment to the service 
declines. Yearly provision by a city of 10,000 gallons of water per 
resident — barely sufficient to cover minimum living and sanitary re- 
quirements— would be absolutely essential to the existence of the 
city. Provision of 50,000 gallons per person, permitting liberal use, 
would produce some additional social benefit, but not proportion- 
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ately as much as the initial 10,000 gallons. More than 100,000 gal- 
lons per person might be of no use whatsoever to the residents of the 
city. Any single governmental function is subject to the law of 
diminishing utility. So also is the sum total of governmental func- 
tions. If a governmental unit is spendmg $200,000,000 a year where 
formerly it spent only $100,000,000, surely it is a fair assumption that 
some at least of the additional services provided by the extra $100,- 
000,000 are less vital, less valuable, to the community than the serv- 
ices provided by the original $100,000,000. 

Meanwhile, as the marginal utility of successive increments of gov- 
ernmental service tends to diminish, the marginal value to the tax- 
payers of the increasing revenues necessitated by the greater expendi- 
ture increases. Higher taxes cut the net mcome of the taxpayers, 
reduce savings and personal expenditures, and enhance appreciation 
of the marginal personal satisfactions to be obtained by those sav- 
ings and expenditures. The sacrifice imposed on a taxpayer by suc- 
cessive increases of his tax burden does not increase proportionately 
but geometrically; should the cumulation of tax increases push his 
remaining income below the level of material subsistence, he might 
well feel that the last increment of taxation was intolerable, al- 
tliough in actual amount it was no greater than an earlier increment 
that had seemed only mconvenient or annoymg. 

According to the “marginalists,” the benefit of the last increment 
of governmental expenditure on any function should be measured 
against the marginal benefit of individual expenditure or saving of 
a like amount. The establishment or enlargement of a govern- 
mental function is justified only when the social benefit of the 
final dollar spent upon it outweighs the sacrifice imposed upon the 
taxpayer who surrendered that dollar. If the taxpayers would suffer 
less from the deprivation of an additional fifty thousand dollars than 
the public would gain from its expenditure by the government, then 
it should be appropriated. If the balance lies the other way, the 
governmental function is without justification. 

The “marginal” doctrine can be applied not only to government 
expenditures as a whole, but to particular functions in the field of 
government activity. Shall a particular $50,000 that can be included 
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in a municipal budget be appropriated for schools, or street lighting, 
or parks, or poor relief? Or to which function shall an obligatory 
$50,000 budget cut be applied ? Look at the marginal social benefit 
produced by each particular function, say the “margmalists,” and 
add or subtract your $50,000 according to the maximum advantage 
derived from its application. 

The social benefit concept of governmental expenditure, particu- 
larly when it is neatly expressed in its “marginal utility” form, has 
a deceptive air of definiteness and finality. Apparently, the propriety 
of any proposed governmental activity can be determmed with no 
other assistance than that of a calculating machine. But how shall 
the margmal social benefit of a proposed governmental undertak- 
ing actually be measured ? What yardstick can scale the social bene- 
fit of the last $10,000 spent by a government on boll weevil elim- 
ination, or printing the Statistical Abstract, or paving a street, or 
distributmg poor relief ? What scale will weigh the respective merits 
of $50,000 spent on special school classes for mentally deficient chil- 
dren as against $50,000 spent on a traffic signal system to reduce 
street accidents ? 

Not only is there no way to calculate the marginal social benefit 
of a governmental expenditure, but there is no measure for the so- 
cial or personal sacrifice involved in the corresponding tax pay- 
ment. Psychologists have yet to develop a yardstick for individual 
satisfactions, let alone a measure of composite monetary apprecia- 
tion. What unit can be used to^measure the sacrifice imposed upon 
my wife by foregoing a new dress or upon me by foregoing a motor 
tnp because of the increased income and property taxes that the ex- 
pansion of some governmental function causes me to pay? Further- 
more, with the disutility of what tax payment shall the marginal 
social benefit of a public expenditure be compared ? One tax system 
could wrmg the bulk of government revenue from the lowest in- 
come groups,' reduemg their expenditures for the bare necessities of 
life driving them to submargmal standards. Another tax system 
could skim the revenue in question from higher-level incomes, 
checkmg savmg and possibly capital investment, and reduemg the 
consumption of luxuries. Patently, the different tax systems will 
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create variant social and personal disutilities for the tax payment in 
question — different intensities of sacrifice are involved when taxes 
compel the poor to restrict their expenditure on necessities and 
when they cause the rich to forego certain luxuries or reduce their 
new mvestment. 

Students of Public Finance must put by the doctrine of “com- 
parative social benefit,” with or without its “marginal utility” re- 
finements. It rests upon a series of quantitative concepts which 
cannot be given quantitative expression. No valid conclusions with 
respect to any particular governmental function can be derived 
from it. 

Limits of governmental expenditure 

Some writers have suggested that, regardless of social benefit or 
desirability, a government’s functions are definitely limited by its 
economic background — the wealth of the nation or region. A com- 
munity cannot divert to governmental purposes so much of the m- 
come of Its residents that they are left without the wherewithal for 
food, clothing, and shelter. A national government cannot divert 
resources and man power beyond the pomt where an insufficiency 
of the material necessities of private livmg results. 

These observations are particularly pertinent to local finance. 
There are communities throughout the United States so poor that 
the most crushing tax levies could not produce enough revenue to 
finance minimum standards of education and other essential gov- 
ernmental functions. As we shall see,^ however, this situation does 
not necessarily limit the governmental functions performed for the 
community. They may be taken over by a central government 
with greater resources at its command, or the local unit may be 
assisted by a state grant-in-aid or a share of state-collected taxes. 

As applied to national or state governments, the theory of an ab- 
solute economic limitation upon governmental functions has several 
qualifications. No matter how many billions of dollars were ab- 
sorbed by taxes, if these same billions were paid out as “transfer” 
expenditures — debt service, soldiers’ bonuses, old age pensions, un- 


■* Sec Ch. XXIX, pp 717 S. of this volume 
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employment insurance — ^the country’s power to produce and con- 
sume would be undiminished. The theory of limits cannot be ap- 
plied to “transfer” expenditures. 

Furthermore, whenever a governmental activity replaces or antici- 
pates a private activity, the resources and mcome which would have 
been applied to that activity can be diverted to the government with- 
out reducing the economic standards of the country or the commu- 
nity. Residents of a city are no poorer if the city takes over a toll 
bridge, opens it to free passage, and collects from the taxpayers the 
same amount that was formerly paid as tolls. To the extent that 
federal funds spent on Department ©f Commerce reports save busi- 
ness firms from paying the same or greater amounts to private re- 
search agencies, taxes supporting this function subtract nothing from 
the resources of the country. 

Even apart from these qualifications, when the theory of limits is 
applied to national governments, it is too clastic to have much mean- 
ing except in war or other emergency periods. Germany’s experi- 
ences durmg the first World War and again from 1936 to 1940’show 
that a people can be held to a semistarvation diet for several years, 
their clothing requirements can be reduced to mere body covering, 
and they can be compelled to forego all the luxuries and semilux- 
uries of civihzed living, while the government commands men and 
resources to the service of national defense or offense. Under such 
circumstances, a real economic limit of government activity— the 
reservation of such fraction of the national income as is necessary to 
purchase the wherewithal to maintain the producing elements of the 
civilian population at functioning efficiency— may be reached. For 
the United States it has been calculated that, with prices at the 1940 
level, federal expenditure for war purposes could not exceed fifty to 
sixty bilhon dollars out of a national income in the neighborhood of 
ninety billion dollars, ® for a national income expanded by inflation 
or mcreased industrial effort, the maximum “war potential” would, 
of course, be higher. In normal times, however, the margin of na- 

J- 

^ Conference Board, Fact^ for Fuel Policy (the Board, New York. 1941), 
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tional surplus is so much wider than the scope of government spend- 
ing activity, that the latter is little likely to press upon the former. 

Revenue as a current limit on governmental expenditure 

Fiscal writers frequently observe that, unlike individuals, govern- 
ments tailor their revenue systems to fit their expenditure programs.® 
Admmistrative officials and legislators first map out a program of 
accomplishment. Next, the cost of such a program is calculated. 
As a final step, those adjustments m the revenue systerq which will 
provide the funds necessary for the expenditure program are con- 
sidered. Under such procedure, it is argued, revenue necessities are 
little check upon governmental expenditure. 

This theory that expenditures condition revenues does not apply 
to local fiscal practice. Cities, counties, and other local units gen- 
erally operate under tax limit laws.'^ Normally, they levy and spend 
the maximum allowed. Their governing officials may heartily wish 
to expand some function, spend more — ^but the tax limit is absolute. 
Legislative lobbying occasionally obtains a relaxation of the limita- 
tion, bond issues may cover exceptional capital outlay, but in the 
normal course of events the limitation holds. Revenues most cer- 
tainly condition current expenditures for local units. 

Even the federal government and the state governments, un- 
checked by tax law limitations, are not free to engage in every wild 
and crackbrained program of expenditure which may occur to an 
irresponsible legislature imbued with the idea that a government 
first determines expenditures and then raises revenue sufficient to 
cover the costs. Patient though taxpayers are, extreme extravagance 
on the part of government can provoke sporadic political protest. 
In the long run, allowing for all delays' made possible by borrowing, 
most governmental expenditures must be financed by taxation. The 
imposition of too heavy a tax burden sometimes brings the individ- 

®To take a random recent statement o£ this idea “[The burden of taxation] is settled 
when the appropriate legislative body determines upon the functions that the Government 
is to perform and their cost? it is a matter of the Budget When once the cost is fixed, 
taxation must, sooner or later, foot the bill.*’ — ^Fred R. Fairchild and associates, Forest 
Taxation in the United States (United States Department of Agriculture, Miscellaneous 
Publication No 218, 1935), p* fi35. 

^ Sec p 397 of this volume. 
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uals and the political party responsible into the disfavor of the 
voters. 


Measures of governmental expenditure 

To compare the role of government in the economic life of sev- 
eral countries or states, or to compare the relative roles of govern- 
mental activity withm some political unit over a span of time, we 
must measure governmental expenditures against some common 
base. The, ideal base would be “value produced,” and we would 
then compare the value produced by governmental activity as against 
that produced by private activity withm political units or in selected 
years. But we have no adequate measures, monetary or otherwise, 
of the intangible noncommercial values produced by governmental 
activity. We must, therefore, use the bases made available by statis- 
tical collation-— population, wealth, and income. 

Of the three bases, income is the most useful. Monetary figures 
for governmental expenditure do not, of course, measure its value, 
so that a comparison of governmental expenditure and national or 
state mcome cannot indicate the relative accomplishments of govern- 
mental and private activity. But to the extent that governmental 
expenditure represents a diversion of funds, materials, and services 
rom private use,® the comparison of income more or less reflects the 
division of effort between the two classes of activity. 

Estimates have been made of the national income of the United 
States and of the leading European countries. In some cases the 
calculattoxis carry back a half century or more. Imperfections of 
the basic data available and, sometimes, questionable statistical pro- 
cedures deprive most of these estimates of any claim of intrinsic 
vahdityj but where contmuing series of annual figures have been 
- ca culated by a uniform method they have some comparative value. 

or whatever the comparison is worth, total governmental expend!- 
mres of different countries, or the total governmental expenditures 
__^particular country over a period of years, may be compared 

Sxfarur r ^ 

funds between individuals Other expenditures mav unH expenditures merely shift 

additional element of pnvate income. special circumstances, create an 
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with national income. The ratios so obtained are useful for showing 
in broad outline and subject to various qualifications the relative 
development of governmental activity as between countries, and 
the developing relation of governmental to private activity for a 
particular country over a period o^ years. From time to time, dur- 
mg the past fifteen years, attempts have been made to subdivide the 
national income of the United States by states; as yet, the calcula- 
tions cover only isolated years and are of trifling worth. No in- 
come figures are to be had for smaller political units. 

Expenditures of particular state and local governments in the 
United States must be measured, if at all, against wealth or popula- 
tion. An expenditure-to-wealth ratio means litde as a measure of 
governmental functions. State by state estimates of wealth, though 
frequently made, are so permeated with inaccuracy because of the 
unsatisfactory character of the basic data as to be worthless for any 
comparative purpose. And even if state or local wealth figures 
could be accurately calculated, wealth is hardly a standard for com- 
parative measurement of either the need or the burden of govern- 
mental expenditure. Figures on per capita governmental expendi- 
ture have even less comparative significance. But, they are better 
than no measure at all, and may be used to disclose very broad 
trends. 


CONCLUSION 

Political philospohy gives no help, economic theory little help, iri v 
defining the scope of State activity and hence of governmental ex- 
penditure. Economists and political theorists are as impartial as^ 
munitions makers — they supply explosives to both sides of many 
controversies. The student of Public Finance must consider the 
problem insoluble. There are no canons which determine what the 
State can or cannot do, for what purposes it should or should not 
expend the funds it raises by taxation and borrowing. 

Practical politics, reflecting unreasc«icd popular opinion or actually 
molding such opinion, rather than political or economic theory, sup- 
ply the explanation of the current functions of any governmental 
unit. Enthusiasts for some cause organize as a “pressure group,” 
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propagandize sufficiently shrewdly to gain popular support or at 
least a latent popular sympathy, plant a lobby at the state or na- 
tional capital, threaten, wheedle, bulldoze, cajole, and tyrannize a 
sufficient number of legislators mto voting their project. Or a less 
idealistic but more practical grojrp, seeing some indirect but sub- 
stantial profit for themselves if a government will undertake some 
function, manufactures a high-principled social reason for it, em- 
ploys and pays a professional lobbyist, and negotiates the voting of 
the new function. Unless the proposed project will injure some defi- 
nite economic group, the legislature hears only one side of the case, 
is persuaded that through the lobby it is truly hearing the “voice of 
the people,” authorizes the new function, and votes an appropria- 
tion. If the proposal rouses opposition interests, a battle royal of 
propaganda and lobbying ensues in which lobbying skill and the 
chance strategy of party politics are more decisive factors than social 
philosophy or economic science. 

No impersonal legislative consideration of the personal sacrifice 
involved in military service determined Congressional passage of 
veterans’ pension and bonus laws; senators and representatives alike 
obeyed the commands of a superbly effective veterans’ lobby. Like- 
wise vigorous campaigns by progressive pressure groups, rather than 
an awakening of social conscience on the part of state legislatures, 
motivated the creation of the various state bureaus of child welfare. 
State school-aid laws are passed because of lobbying pressure applied 
by teachers organizations and parent-teacher associations. New 
school buildings are sometimes authorized because a bank or in- 
vestment house is eager for the commission on selling the bonds, 
or because an influential property owner has a school site to sell, or 
because an important contractor foresees a substantial profit in the 
construction. And a city frequently cuts streets, runs sewers, and 
provides other facilities for an outlying wasteland because an influen- 
tial realtor hopes thereby to create a salable “development.” 

Once established, public functions are likely to be continued in- 
definitely, whether or not the need for them persists. In addition 
to some social benefit” inherent in, or read into, any governmental 
activity, there are probably also substantial private benefits to indi- 
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viduals or groups among others, the officeholders and public em- 
ployees performing the function. These beneficiaries soon regard 
their advantage as a vested interest. Any proposal to abolish or re- 
duce the expenditure rouses their vociferous protest, and they consti- 
tute themselves a pressure group” to retain the function. Unless 
a taxpayers economy organization can raise a stronger counter- 
propaganda, the function continues. Witness the protracted strug- 
gle of the beneficiaries of the federal temporary ^‘recovery” program 
to convert it into a permanent ^‘relief” project after the emergency 
that initiated it had passed. Witness the persistence of the costly 
antiquated county-borough administrative organization in New 
York City, for the sake of the political patronge involved in various 
duplicatory and unnecessary offices and jobs. 



CHAPTER II 


Economics of Governmental Expenditure 

When the governmental bodies of a country spend $16,000,000,- 
000 in the course of a year, as did the American governments in the 
“normal” year 1937— and even more so when $18,000,000,000 of 
projected armament expenditures carry the federal total to over 
, $25,000,000,000 as anticipated for 1941-1942 — ^the general economic 
life of the people is certain to be profoundly affected. Individuals 
and classes derive benefits which would not otherwise have been 
theirs. Some industries profit from the governments’ activity, others 
suffer from the diversion of private purchasing power. Credit, cur- 
rency, and prices may be vitally affected. The flow of private funds 
into the capital market may be modified or seriously checked. Dis- 
tribution of wealth and income among economic classes and social 
groups may be altered. 

Reaction and interaction of governmental expenditure extend 
through the entire economic and social structure of a country in 
an mfinite series of ramifications. This endless web of cause and 
effect cannot be examined in every minute detail. At most, the 
student’s attention can be directed to a few broad aspects of the 
problem. 

CLASSIFICATION OF GOVERNMENTAL EXPENDITURE 

Twice in the preceding chapter we had occasion to distinguish 
between “transfer” and “public consumption” expenditures; in the 
present chapter we shall again severalize the two classes of payments. 
The two following chapters will be devoted to a “functional” 
analysis of the expenditures of the federal, state, and local govern- 
ments. Subsequently, in the discussion of budgeting and in the 
chapters on borrowing, pubhc expenditures will be classified into 
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“capital” and “current.” Other classifications will appear in the 
course of our study of Public Finance. 

Nineteenth-century fiscal writers devoted considerable space to’ 
the subject of the proper classification of governmental expenditures, 
but no two ever agreed upon the same classification. A basis of 
classification, it is now generally recognized, is not absolute; it 
should be relative to the purposes which the classification is in- 
tended to serve. Hence, modern fiscal economists waste no time 
formulating some absolute classification of public expenditure, but 
construct as many different classifications as may serve the purposes 
of their inquiries. 

A governmental accountant classifies items of public expenditure 
according to the specific “funds” provided by legislative enactment, 
in order to obtain a balance for the revenues going into and the dis- 
bursements made from such funds. A classification according to 
objects of expenditure — ^materials purchased, wages of unskilled 
labor, salaries of officials, msurance on public buildmgs, and so 
forth — ^facilitates inquiry mto the efficiency of governmental activi- 
ties. When governmental expenditures are classified according to 
governmental functions, the reader can interpret what the govern- 
ment is doing at any particular time and how its activities are 
changing. 

Functional classifications of governmental expenditures vary with 
the emphasis sought in the presentation of the material. If the presen- 
tation is to provide a background for a discussion of governmental 
borrowing, expenditures may be classified as “current” and “capi- 
tal,” or as “recurrent” and “nonrecurrent.” If the object is a discus- 
sion of whether particular current activities should be financed out 
of the general tax revenues or by special charges attached to the ac- 
tivity, the classification of governmental activities may separate those 
conferring only general social benefit and those conferring supple 
mentary distinguishable individual benefits. Actually, there can be 
as many listmgs, combinations, and recombinations of governmental 
activities and expenditures as there are writers willmg to occupy 
themselves with the problem. 

In the governmental expenditure tables that accompany Chapters 
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III and IV of this volume, functional classifications have been varied 
freely from table to table, according to the objectives of the tables. 

BENEFITS OF GOVERNMENTAL EXPENDITURE 

Ineffective though the concept of “social benefit” may be as a 
standard of propriety for governmental functions, it is useful in 
analyzing the economic character of governmental expenditure. 
Without entermg mto the individualist-collectivist controversy, we 
may assume that some element of social benefit — some factor of 
“public interest”— underlies or can be read into every state function. 

Social benefit and supplementary individual benefit 

When a city employs firemen and maintains fire-fighting appara- 
tus, Its interest m saving Jim Smith’s house or John Doe’s factory 
after they have caught fire is only secondaiy; the social loss which 
results from destruction of property — anybody’s property — is the 
primary concern. When a school district provides instruction for 
Smith’s or Doe’s children, the dollar-and-cents value these children 
derive— which tlieir parents would probably purchase from private 
schools were a free public school system not provided — is subordi- 
nate to, the social benefit of an educated population. When the 
federal government subsidizes the construction and operation of 
American ships, it is expending' funds for the intangible values 
embodied m a national merchant marine,, and is indifferent to the 
profits or values which some individuals incidentally derive. 

It is almost impossible to conceive of a governmental function 
that does not benefit certam individuals as well as promote the gen- 
eral social welfare. Smith and Doe benefit mdividually fiom their 
city’s expenditure on fire protection. Likewise they benefit indi- 
vidually from the education given to their children. Even federal 
defense expenditures carry a superimposed individual benefit— the 
extra profit earned by the manufacturers of defense materials. But 
always, it paust be emphasized, these individual benefits are a by- 
product, supplementary to the basic social benefit- This is true even 
in the case of a governmental utility, such as a municipal light and 
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power system. Only the social purpose involved, the group benefit, 
lustifies governmental expenditure upon any function. 

Nonprofit nature of social benefit 

Let us assume — though there are some who would argue the 
point — that the individual benefits mherent in some governmental 
activities could be provided, and adequately provided, by private 
enterprise operating on the profit incentive Private detective agen- 
cies could offer some individuals and business concerns the protec- 
tive services now supplied by the public police. For the children 
whose parents could pay the necessary tuition charges, private 
schools could more than supplant the public school system. 

But there is no business profit to be derived from social benefit. 
No individual or syndicate could make a profit from the mamte- 
nance of military and naval armaments. No individual or con- 
sortium could have desire or reason to operate a judiciary system. 
Private schools are concerned with the education of their own pu- 
pils, not die community. And the manufacturer of railway equip- 
ment labors to create a market for his output and to profit from its 
sale; that the use of his equipment will promote transportation 
and commerce and contribute to the economic development of the 
nation is an incidental factor which he disregards. Private busmess 
enterprise cannot be counted upon to develop adequately a social 
benefit function which yields it no profit and which can -never be 
more than incidental to the individual services it sells. The natural) 
indifference of private business enterprise to the social benefit by-, 
products of Its activities is the reason why particular activities 
markedly “touched with a public interest” must be taken over by ' 
government. 

Indivisibility of social benefit 

When supplementary individual benefit accrues from some gov- 
ernmental activity, it can sometimes be divided into units, and be 
charged to the recipient. A municipal water system can make 
frontage or meter charges, courts and judicial officers can set fees 
for particular services, motor highway systems can be financed in 
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part by motor vehicle license charges and gasoline taxes. Indeed, 
as will be discussed later/ state and local fiscal systems have been 
severely criticized for their inadequate exploitation of special fees 
and charges for individual benefits. 

But the primary social benefit resulting from any governmental 
function is indivisible. Expenditure on federal courts establishes 
federal law for the country, an mcalculable joint service not only 
to the 130,000,000 Americans of today but also to the unnumbered 
millions of their descendants. In dispensmg poor relief, the states 
and their subdivisions fulfill a collective obligation of society as a 
whole. New York City as a metropolis, rather than its individual 
residents, enjoys the benefits of the municipal dock system. 

With benefits of governmental activity thus indivisible, it is 
folly to argue, as have many fiscal economists,^ that taxes should 
be so levied as to apportion the costs of such functions among indi- 
viduals according to their individual shares in the collective benefit. 
Supplementary individual benefits may be isolated, and fees and 
charges may assess some part or all of these by-product values to 
the beneficiaries. But the costs of the collective social benefit can 
be handled only as a collective obligation upon the community, to 
be apportioned^ among its members by whatever tax standard or 
standards enjoy current approbation. 

ECONOMIC EFFECTS 

In considering the effects of governmental activity upon the pro- 
ductive factors of a country or a community, we must take into 
consideration the methods of financing this activity— taxation and 
borrowing. Governments through their expenditures confer bene- 
fits of one sort or another upon the collectiye community and fre- 
quently upon particular economic and social groups within the 
community. Through taxation and borrowmg, they deprive the 
same or other groups of purchasing power which might othervvisc 
be devoted to private consumption or production. 

More often in the past than at present, observations on the eco- 

^Sec p. 611 o£ volume 

^ See pp 283 f£ of this volume 
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nomics of governmental activity were based exclusively upon one 
aspect — either on the spendmg, or on the taxing function. Mer- 
cantilist writers argued that the State m its operations gave employ- 
ment to thousands who had no other employment, and provided 
many manufacturers with a market for their goods. Governmental 
expenditures were an unmixed blessing, contributing to industrial 
and commercial prosperity, injuring none, and benefiting all. Louis 
XVI of France, reproached for lavish outlays on his chateau while 
his people were starving, is said to have replied gravely and sin- 
cerely that that was the very reason for expending his funds with 
open hands — so that they would come mto the possession of the 
people and ease their misery. Obviously, such views ignored the 
taxing activities of government. 

English economists of the laissez-faire school, on the other hand, 
ignored the results of government expenditure, and studied the 
reduction of private purchasing power by taxation. Accordmg to 
their reasoning, funds which otherwise would have been devoted 
to production disappeared into government coffers, the initiative 
of entrepreneurs was stifled, and the economic progress of the coun- 
try retarded. 

Today we recognize that the obtaining and spending of govern- 
ment funds are closely interrelated as to their economic and social 
effects. The economics of the “New Deal” relief and recovery 
program and of defense or war procurement must be studied as 
much for their tax and borrowmg concomitants as on the spendmg 
side. Economic results of the Agricultural Adjustment Act in- 
volved the processing taxes as well as the crop reduction payments. 
Our analysis of expenditure economics here necessarily overlaps the 
discussion of taxation and borrowing economics in Chapters X, XI, 
and XXVI. 

Normal governmental expenditare and national income 

Critics of the widening scope of governmental activity frequently 
frame their arguments on the assumption that the flow of funds to 
governmental units by their various revenue channels, and the sub- 
sequent disbursement of these funds in the course of governmental 
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functional activity, constitute a reduction of the national income. 
This view IS false. While it is true that taxes and other govern- 
mental exactions do reduce the income available to particular indi- 
viduals and business enterprises, governmental expenditure pours 
these funds back mto the mcome stream. Offsetting the reduction 
of private income by taxation is die circumstance that every salary 
paid to a government employee is mcome just as fully as any salary 
paid by a business concern, and every payment of a government for 
materials or services constitutes gross income to the recipient ex- 
actly the same as payments for materials or services by business 
enterprises Taxation and governmental expenditure constitute a 
detour for national income, not a blind alley. 

It is an economic truism that expenditures for commodities and 
materials are more “reproductive” than expenditures for services, 
since the former maintam longer chains of production and distri- 
bution, each link of which is in itself income producing, than do 
service expenditures. Since a greater proportion of governmental 
expenditure than of private expenditure is for immaterial services, 
it is probably a fair conclusion that on the whole governmental 
expenditure is less immediately “reproductive” — less productive im- 
mediately of further elements of national income— -dian is private 
expenditure. But this is a short-term view. Many governmental 
expenditures, such as those for agricultural research, education, road 
building, and many other functions, provide a foundation for ulti- 
mate income production many times greater than the original out- 
lay. And, as we shall see in a few pages when considering the 
federal “pump-priming” expenditures of 1933 through 1936, there 
is a possibility that under certam circumstances governmental ex- 
penditure may have exceptional immediate “reproductive” effects. 

Normal governmental expenditure and the economic pattern 

The “detour” analogy of governmental expenditure must not be 
interpreted to mean that such expenditure is a passive element in 
our national economy. On the contrary, any and every govern- 
mental expenditure has some effect upon the economic pattern of 
the country. In the creation of immaterial services, the talents hired 
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and the goods bought by governments are not those the taxpayers 
would have employed had they personally spent then tax payments. 
Tens of thousands of young men and women have been induced 
by the expansion of the public school system to tram themselves as 
teachers; had there been no such expansion they would have en- 
tered other lines of endeavor. State and local governments buy 
concrete for highway construction; if the roads had never been 
built, the funds absorbed by highway taxes might instead have been 
spent for bicycles, clothes, or better housmg. Without the federal 
government as its customer, the armaments industry could not exist. 
The redistributive effects of normal peacetime governmental ex- 
penditure tend to establish themselves as an unnoticed element m 
the economic equilibrium, but our acceptance of them in the eco- 
nomic order at any moment must not blmd us to their tremendous 
weight in establishing that order. 

Some writers have argued that “transfer” expenditures, such as 
veterans’ bonus, debt service, or poor relief payments, where a gov- 
ernment takes funds from A and pays them over to B without mak- 
ing any related demands upon B, do not change the structure of 
consumption and production. The funds in question are ultimately 
spent by a different set of individuals, but they are spent for private 
consumption or mvestment purposes, and the economic pattern 
remains unchanged. This argument ignores the circumstance that 
the beneficiaries of a “transfer” expenditure and the taxpayers who 
provide the funds usually belong to widely different economic 
groups, so that their utilization of the funds would vary. AAA pay- 
ments to farmers during 1935, for example, came from processing 
taxes eventually borne by the consumers of agricultural commodi- 
ties; the beneficiaries unquestionably employed their funds for quite 
different purposes than the bearers of the tax burden. While it 
lasted, the AAA program probably checked purchases of the vari- 
ous items which urban consumers buy and stimulated buying of 
agricultural machinery and the business of the mail-order houses 
which supply the farm population. Similarly, the people who re- 
ceive poor relief spend their allowances more on necessities and 
less on luxuries than do the taxpayers whose expenditures are re- 
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duced to support the poor relief. Retirement of governmental debt 
issues held by banks and insurance companies from funds dravi^n 
from business and individual taxpayers markedly transforms the 
uses that would be made of these funds. “Transfer” expenditures, 
though they do not contribute to the “burden” of government, gen- 
erally are as potent as other governmental expenditures in trans- 
forming the economic structure of the country. 

When a government finances its expenditures by borrowing, it 
may redistribute consumption and production not alone among eco- 
nomic groups and industries but also over periods of time. If the 
bonds that finance the expenditure are purchased by individuals or 
institutions that would otherwise have placed accumulated invest- 
ment funds in other securities, no temporal transposition of pur- 
chasmg power and productive activity is accomplished; government 
expenditures are merely substituted for mdividual or business in- 
vestment outlays durmg the period m question. But if the govern- 
ment’s bonds are sold to commercial banks that create the credit 
which they employ for such purchase, the government obtains and 
brings mto the market a completely new element of purchasing 
power. Men and productive forces that would otherwise be idle 
are employed. In subsequent years, as the resulting debt is retired, 
taxpayers’ funds are diverted from consumptive or productive ap- 
plication, and are used to reduce the bank credit which supported 
the government’s initial borrowmg. Thus purchasing power and 
a related element of productive activity are shifted forward from a 
wide range of later years and are concentrated in an earlier period. 
To the extent that commercial banks bought state and local bonds 
during the 1920’ s — and some part of the state and local issues of 
that decade found their way into bank portfolios — ^the highway, 
institutional, and other constructional governmental expenditures of 
that period caused just such temporal shifting of economic activity 
as has been described. 

Financial effects of normal governmental expenditure 

Normal public expenditures, financed by taxation and a moderate 
, amount of borrowmg, have litile effect on the volume of credit and 
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currency, or on the general price level. Purchasing power diverted 
from private hands by tax payments and bond issues is returned 
to the market through governmental expenditures. Governmental 
activities absorb labor and material which odierwise might have 
gone into private production, but this is counterbalanced by the 
restriction of private purchases through taxation and borrowing. 
Just as the shift of purchasing power from private hands to govern- 
mental units stimulates some mdustries and represses others, so it 
probably raises somewhat the prices of materials and skills used by 
the government, and weakens other prices. 

If federal mvestments in the initial capital of the farm credit 
institutions, the Reconstruction Fmance Corporation, the Home 
Loan banks, the Home Owners Loan Corporation, and the Federal 
Deposit Insurance Corporation be considered expenditures, it might 
be argued that these outlays have had far-reaching effects upon the 
pattern of American long-term and short-term credit. The long- 
run financial consequences of these mvestments, however, should 
not be viewed as results of the particular expenditure transactions 
involved; rather they flow from the financial functions made pos- 
sible by the federal government’s investments. It is the Home Loan 
banks as institutions for rediscountmg mortgages, and not the fed- 
eral government’s mvestment of $125,000,000 in the stock of these 
banks, that makes savings bank and insurance company holdmgs 
of qualified home mortgages a liquid asset. 

Fostering particular industries 

Even in normal times, some industries exist only or mainly by 
reason of governmental expenditure. The armament industry has 
been indicated as such a one. But, m addition to maintaining occa- 
sional firms or lines of activity by “normal” purchases, a govern- 
ment may, as a public function — ^for some particular social benefit 
— subsidize an industry. Examples in American fiscal history are 
the subsidies to aviation concealed in the air-mail payments, the 
sugar bounty provided by the McKinley Tariff, and the shipbuild- 
ing and shipping subsidies of the Shipping Act of 1936. Local gov- 
ernments sometimes raise and pay a flat sum, or make a gift of 
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suitable buildings, to induce a manufacturing enterprise to establish 
itself in the community. State or local bounties to farmers for tim- 
ber plantmg on nonarable lands have been proposed. 

Social benefit can be imputed to a subsidy that enables an indus- 
try essential, or believed to be essential, to the national welfare to 
remain on a profit basis during a period of development or while 
it charges the subprofit prices established by foreign competition. 
In wartime, it was argued m support of the subsidies embodied in 
the 1936 Shipping Act, a merchant marine is a priine national asset 
both as a commercial carrier and as a fleet auxiliary. High oper- 
ating costs because of strict safety and labor standards, and subsidies 
which foreign shipping lines currently receive from their govern- 
ments, make it impossible for American lines to meet the charges set 
by their foreign competitors and cover their costs. So the federal 
government should cover the losses of the American lines plus a 
return on the capital invested, and count the existence of an Amer- 
ican merchant marine as return on its payment. Similarly, the air- 
mail subsidies are intended to enable the American air lines to 
maintain themselves while they stimulate air traffic by charging 
below-cost rates. 

Whether federal subsidies of this character are worth what they 
cost is an open question. Argument and evidence on both sides are 
ample and mconclusive. But the case on local bounties to encour- 
age settlement of manufacturmg enterprises is clear. They are un- 
warranted. The gain of the community which thus attracts an 
enterprise is offset by the loss of whatever community would other- 
wise have had it. Suicidal rivalry in such bounty gran ting is a 
logical outcome of the practice. The country has not benefited, and 
the taxpayers of one set of communitie;s have bought the distress of 
another. Worse yet, the practice has encouraged the development 
of migratory parasitic firms which stay long enough to collect their 
bounty, and then move on to some other “sucker” community. 

Effects of federal war aitd defense expenditure 

War expenditures, and such exceptional emergency expenditures 
as the defense procurement prograk initiated by the federal gov- 
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eminent in 1940, have special economic and financial repercussions. 
In part this may be attributed to then tremendous magnitude, in 
part to the abruptness with which they are imposed upon the na- 
tional economic structure. 

If a war or defense expenditure program is initiated at a time 
when there is an excess of productive capacity and unemployed per- 
sonnel, It can be continued for a while simultaneously with current 
civil production and consumption without d&torting the pattern of 
the latter. The earlier stages of war or defense procurement may 
be adequately covered by the slack of industrial capacity and unem- 
ployed personnel. Sale of federal debt issues to banks provides the 
government with purchasing power to command these unemployed 
resources and workers without in any way reducing civil purchasing 
power. The civil economic system will not remain unaffected, how- 
ever, since the added production and employment produced by the 
government’s war or defense procurement are bound to increase 
the flow of civil consumption and busmess purchasmg power. Civil 
production tends to expand and encroaches upon the slack of excess 
capacity which the government is endeavoring to absorb in its pro- 
curement program. This was the situation of the federal defense 
expenditures during 1940. 

When an expanding war or defense expenditure program financed 
by borrowing impmges upon the economic system operating at full 
productive capacity, as occurred in 1917 and again in 1941, the pat- 
tern of civil economic life must be altered radically to conform to 
the superior demands of the national emergency. With mdustrial 
equipment and personnel operating at full capacity, increased gov- 
ernmental demands can be met only by diverting equipment and 
personnel from civil production — at the very time when streams of 
consumer purchasing power and business demand based upon this 
consumer demand are i^owing upon the market with re-enforced 
volume. If methods of quarantining or absorbing the expanding 
stream of consumer and business purchasmg power are not devised, 
the federal government and tiie civil economic system must enter 
into competitive bidding for available raw materials, production 
facilities and personnel. Ironically, the government through its 
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credit-financed disbursements continually provides the civil popu- 
lation with increased purchasing power wherewith to engage in 
this market competition. Of course the government must emerge 
victorious in this biddmg match, but only at the cost of forcing 
many prices to stratospheric heights, multiplying the expense of its 
war or defense program, and instigating an inflationary boom that 
may have disastrous consequences. 

There are two alternatives to such rampant laissez-jcare} One is 
to quarantine as large a fraction of consumer and civil business pur- 
chasing power as is necessary by “priorities” and rationing, but- 
tressed by price control. The purchasmg power so quarantined may 
find an outlet m the purchase of government securities by individ- 
uals and business houses, or it may he latent in “dead” bank deposit 
until the emergency is past and the controls loosened. The major 
defect of this procedure is the difficulty of devising controls effective 
against the intensifying pressure of cumulating consumer and busi- 
ness purchasing power; during a war period the sense of national 
crisis may maintain the operating efficiency of these controls, but 
such popular support cannot be marshaled during a period of de- 
fense procurement or upon the conclusion of war hostilities. Ab- 
sorption of consumer and business purchasing power, the second 
method of preserving the market for federal war or defense pur- 
chases, would seem to be the more effective technique. Such ab- 
sorption can be accomplished by special elements of the tax system* 
and by special techniques of borrowmg.® 

Whether governmental war or defense spending operates in an 
untrammeled competitive market, or whether civil consumption 
and business purchasing power is quarantmed or absorbed, such 
rnulti-billion dollar expenditures of the government cannot help but 
reshape the economic structure of the nation. Industries contribut- 
ing to the war or defense program expand to commanding position. 
Other enterprises either barely hold their own, or shrink as deterio- 

* See Horst Mendershausen, The Economics of War (Prentice-Hall, Kew York, 1940), 
Pt 11, Paul W Ellis and William Shultz, “Fundamental Tax and Debt Policies/* m The 
Conference Board, Essential Facts for Fiscal Policy (the Board, New York, 1941), pp, 10-ld 

^Discussed on p 276 o£ this volume 

^ Discussed on p.* 654 of this volume. 
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ration of equipment and diversion of personnel make their effects 
felt. Personnel skills are altered. Patterns of civil consumption and 
habits of personal expenditure and savmg are all violently changed 

Nor are the effects of multi-bilhon dollar war or defense expendi- 
ture limited to the period of the military emergency. With the 
passmg of the emergency, the country finds itself saddled with pro- 
ductive equipment and personnel fitted only to produce materials 
not needed in a postwar world. A new economic dislocation, more 
abrupt and hence more severe than that which accompanied devel- 
opment of the war or defense program, is inevitable. It is just as 
truly a direct consequence of the war or defense expenditures as the 
original readjustment, and anticipatory preparation for softenmg 
the effects of the dislocation is a necessary clement of war or defense 
planning.® 

Exceptional war or defense expenditures cannot by themselves 
directly influence the capital market. Buf the means of financing 
them may. Federal taxes and borrowings during 1917 and 1918 
absorbed so large a fraction of private purchasing power, which 
would normally have found its way to the mvestment market, that 
private enterprises could obtain new capital only at exorbitant 
rates. This was a desirable incident of the war finance program, 
since it tended to discourage expansion of civil industries that might 
have interfered with the government’s war procurement efforts. 
But special provision had to be made if enterprises essential to war 
procurement were not to be crippled by their mability to obtam 
long-term funds, and if the security portfolios of commercial and 
savmgs banks were not to be “frozen.” To guard agamst these 
eventualities, the War Fmance Corporation was established in April 
1918, its half-billion-dollar capital provided by the federal Treasury, 
to supply the capital needs of essential enterprise and to rediscount 
the security holdmgs of banks. Any program of war or defense 
finance that involves “absorption” of civil purchasing and invest- 

^ See William J Shultz, “Defense Finance and Postwar Ob)ectaves,“ in The Conference 
Board, op cit , pp 118-123 On February 7, 1941, President Roosevelt announced to the 
press that a “reservoir of postwar public works projects'’ was being planned and would be 
immediately authorized to take up the slack of defense production that will develop as soon 
as the war emergency passes 



46 


ECONOMICS OF GOVERNMENTAL EXPENDITURE 


ment power must carry provision for some “crutch” for the capital 
market. 


Economics of “pump-priming” expenditure 


From 1933 through 1936, the Roosevelt administration sought to 
utilize the indirect economic effects of governmental expenditure as 
an instrument for promoting recovery from business depression. 
According to the “pump-priming” theory adopted by the admin- 
istration, taxpayer purchasing power for a score or more years 
ahead could be shifted forward by federal borrowing and applied 
by the government in the current emergency, where it wpuld fill 
the temporary vacuum m spending activity resulting from the 
hoardmg of “dormant” capital. Application of this forward-shifted 
purchasing power would be made through a public works pro- 
gram. It was believed that every dollar spent by the federal gov- 
ernment for labor and Inaterials would start a cham of private 
expenditure as the initial recipients spent such funds for further 
purchases of materials and services. In the course of successive 
transactions, these resultant private purchasing chains would even- 
tually taper off and be dissipated through saving and debt repay- 
ment, but in their collective total tliey would constitute an im- 
pressive volume of added expenditure. If this induced “secondary” 
expenditure reached sufficient volume to tax existing productive 
capacity, new private mvestment would be undertaken. And this 
new investment would be the factor that would pull the national 
economy out of depression and into recovery.'^ “Pump-priming” 
expenditure by the federal government would perform the double 
function of converting depression into recovery and providing the 
country with a valuable crop of public works, 

Appropriatmg billions of dollars for public works proved to be 
easier than instituting soundly conceived projects. When the Roose- 
velt administration saw its public works program lagging, it turned 
to a second method of injecting purchasing power into business 
channels . The billions that could not be laid out on public works 


John H Williams, “Deficit Spending,” Papers and Pioceedmgs of the 53rd Ameri- 
can Econottttc Association Meeting, 1940, p 56 ' g J ara ^men 
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were expended in relief grants and “make-work” relief employ- 
ment. A larger proportion of the federal funds went to individual 
recipients, a smaller proportion to industry for materials. These 
relief payments were spent on food, rent, clothing, and other neces- 
sities, and so they also moved into business channels and started 
chains of purchase, production, and employment without, however, 
producing any lastmg public works. Paying veterans’ bonuses, or 
showering the same billions of dollars haphazardly over the country 
by airplanes would have accomplished an equivalent stimulation of 
recovery, but relief payments had the added advantage of easing the 
sufferings of tlie classes hardest hit by the depression. 

For years bitter controversy raged over the Roosevelt “pump- 
primmg” expenditure program. By now the issues are sufficiently 
clarified to permit the statement of certain broad conclusions about 
“recovery” governmental expenditure.^ First, there can be no ques- 
tion but that governmental expenditure not offset by concomitant 
taxation mtroduces an additional element of purchasing power into 
the economic system. Second, this additional purchasing power is 
“reproductive,” and may induce an even greater volume of “sec- 
ondary” private expen4iture; if the induced “secondary” private 
expenditure is large, a further “tertiary” private investment expendi- 
ture may be stimulated, provided that there is not too great an 
excess of unused productive capacity, and also provided that the 
busmess community looks to the future with some degree of con- 
fidence and foresees the possibility of future profit on the new 
investment. Third, for so long as the business world distrusts gov- 
ernmental deficit financing, large-scale use of that technique of pro- 
moting recovery may sap business confidence; the resulting check 
to business investment expenditure will partly, an4 may completely, 
offset the recovery-stimulating effects of the “pump-primmg” ex- 
penditure. Fourth, if some balance of stimulative effect in “pump- 
priming” expenditure is assumed in spite of the third consideration 
noted above, such expenditure must be of sufficient magnitude to 

8 See Arthur, E Burns and Donald S, Watson, Govanmcnt Spending and Economic 
Expansion (American Council on Public Affairs, Washington, 1940), Alvin H Hansen, 
Eiscal Policy and Bustnefs Cycles (Norton & Co, New York, 1941), Henry H Villard, 
Deficit Spending and the National Income (Fariar &, Rinehart, New York, 1941) 
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carry the national economy to and past the point of cyclical regen- 
eration; otherwise it merely serves as palliative and not as “recovery” 
expenditure. 

The “pump-primmg” spending of the federal government from 
1933 through 1936 failed of its goal of translating depression into a 
recovery that could continue upon its own momentum. The idea 
of the country’s “spending its way out of depression” only height- 
ened the mistrust of business men already hostile to the Roosevelt 
admmistration and, together with other elements of the New Deal 
program, discouraged investment expenditure upon private business 
projects. And, from the vantage point of hindsight, we can realize 
now that, tremendous as were the “pump-primmg” expenditures of 
the federal government from 1933 through 1936, they were insuffi- 
cient to counterbalance the shrinkage of private expenditure in the 
same period, as is evident from the data presented m Table 1 ; little 
or no “tertiary” private investment expenditure was induced. From 
1932 through 1935, federal “mvestment” expenditures would have 
had to be in the neighborhood of $10,000,000,000 a year to have com- 
pensated adequately the low level of private mvestment expendi- 
tures m those years. Such recovery as was induced by these expendi- 
tures was only palliative; it never became self-generating. And 
when the “pump-priming” expenditures were suddenly reduced in 
1937, this reduction was a significant factor in the new recession 
that developed in that year. 

Smoothing the business cycle 

Quite distinct from “pump-primmg” or “recovery” programs of 
governmental expenditure is the proposal for so scheduling a part 
of the ordinary expenditures of American governments that these 
expenditures will tend to soften rather than accentuate cyclical busi- 
ness fluemations. 

Governments have a wide latitude of choice in building new 
roads, new public buildings, new irrigation projects— they may de- 
cide whether to build them immediately or a few years hence. Prior 
to the 1930’s, American governments chose to undertake their capi- 
tal projects in years of prosperity, when public confidence was high 
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and electorates and legislatures were optimistic. Public borrowing 
and building slackened in years of recession, and the policy was “go 
slow until the storm blows over.” Obviously, such a policy of gov- 
ernment construction accentuated the swmg of the business cycle. 

Instead of augmenting the violence of cyclical busmess trends, 
governmental construction programs can and should be used as par- 
tial counterweights to general business fluctuations, provided that 
they are based on foresight and preplanning.® Overexpansion of 


Tablb 1 

FEDERAL INVESTMENT EXPENDITURE IN RELATION 
TO PRIVATE INVESTMENT EXPENDITURE. 1927-1938 


(Amounts in billions) 


Year 

Net 1 
National 
Income 

Investment 

Expenditure 

Year 

Net 

National 

Income 

Investment 

Expenditure 

Private 

Federal 

Private 

1 

Federal 

ft 

b 

ft 

b 

A 

b 

ft 

b 

1927 

$75 4 

$15 8 


$ 3 


1933 

$40 0 

$10 

$12 

$1 8 

$1 8 

1928 

78 6 

15.2 


6 


1934 

49 3 

27 

2 2 

1 8 

3 3 

1929 

81 9 

16 7 


7 


1935 

55 1 

5 6 

7 2 

2 7 

3 0 

1930 

72 0 

13 2 

$11 2 

1 2 

$ .3 

1936 

' 64 7 

10 1 

10 2 

3 5 

3 9 

1931 

56 7 

6 8 

6 7 

2 9 

1 8 

1937 

71 9 

12 2 

13 4 

1 9 

8 

1932 

41 0 

1 8 

7 

3 1 

1 8 

1938 

63 4 

9 2 

11 8 

1 7 

2 4 


a Based on statement submitted to TNEC by Lauchlln Currie on May 16, 1939 
b Based on figures from Henry H, Villard, Deficit St>end%ng and the National Income (Farrar & Rine- 
bart, N Y , 1941), p 285 


business activity during boom years can be discouraged by curbing 
governmental outlays — at least, a reducUon of public works expendi- 
ture in boom times will prevent such expenditure from contrib- 
uting to the boom. Intensified public borrowing and building on 
the advent of recession will ease, if not check, the recession; it will 


®Thc most comprehensive analysis of the “counterweight” proposal is Arthur D Gayer, 
Vuhhc WotXs in "Brospenty and Depresmn (National Bureau of Economic Research, New 
York, 1935)j see also Temporary National Economic (^mmittce, Government Purchasing — 
An Economic Commentary (Monograph No 19, 1940) 
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^4ave, on a limited scale, the expansive effects of the emergency 
“pump-priming” expenditures previously discussed. 

Once stated, this proposition seems obvious, yet the suggestion is 
still in gestation. Occasional applications of this principle in Euro- 
pean countries occurred prior to World War I. Back in 1923, Presi- 
dent Harding’s Conference on Unemployment proposed the use of 
governmental capital expenditure as a governor on the intricate 
machinery of business activity.^" The suggestion was elaborated in 
a popular book. The Road to Plenty published m 1928. Proposed 
in this book was the establishment of a Federal Business Board, 
which would develop an adequate statistical index of business con- 
ditions and, on the basis of this index, advise the federal government 
to postpone or advance its construction projects. Were the capital 
expenditures of the federal government thus directed by such a 
board, state governments and business enterprise generally, it was 
felt would be influenced by federal leadership. Federal expendi- 
tures alone might not be able to affect the course of business devel- 
opment, but the direction thus given to governmental expenditure 
and to the capital expenditures of private business enterprises would 
eliminate or at least soften the irregularities in business develop- 
ment. 

Congress gave the proposal some consideration in 1925, 1926, and 
1928. By a law signed in February 1931, a six-year preplanning of 
federal public works was authorized and a Federal Employment 
Stabihzation Board, similar in function and powers to the Federal 
Business Board suggested in The Road to Plenty, was created to 
time the undertaking of such construction projects. Meanwhile, the 
1929 Conference of State (Governors debated the project, and the 
members resolved to bend their efforts toward bringing about the 
suggested foreplanning of state capital expenditures. But before a 
comprehensive program could be formulated, the country was 
swept mto depression. Curtailment of revenues and collapse of 

Business Cycles and Unemployment — of a committee of the President’s Confer- 
ence on Unemployment, including an investigation made under the auspices o£ the Na* 
tional Bureau of Economic Research (McGraw-Hill Book Co, New York, 1923), p, xxvii. 

William T, Foster and Waddill Catchmgs, The Rpad to Plenty (Poliak Foundatioii for 
Economic Research, Publication No 11, Houghton Mifflip Co., Boston, 1928) ' 
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credit hamstrung many local and some state governments. Others 
were forced to devote available resources to emergency relief proj- 
ects of the “make-work” variety. Eventually the idea of a cyclical 
“counterweight” planning of public works was absorbed in the de- 
velopment of the emergency “pump-priming” program under the 
influence of federal Public Works Administration grants. With no 
reappearance of economic “normalcy” durmg the 1930’s, there was 
no further opportunity for practical reconsideration of “counter- 
weight” expenditure. Development of the “defense” emergency in 
1940 meant a further postponement of all “counterweight” projects. 

The “counterweight” proposal must be distinguished from “re- 
covery” or '“relief” projects — the abrupt creation of construction 
activities out of thm air to force purchasing power willy-nilly into 
the business markets or to cloak a dole under the guise of public 
works. Quite as important as the expansion of public works durmg 
business recession is the restrictive phase of a “counterweight” pro- 
gram during a boom period. 

For effective operation, such a program demands intelligent and 
careful foreplanning of public works. Construction projects must 
be divided into two classes — those immediately necessary and those 
which can be postponed or advanced without great injury. The 
former can have no place in the foreplanning. But the adjustable 
projects should be prepared m advance with full designs and work- 
ing plans file4 away until actual physical construction is begun. . 
Only in conjunction with such advance preparation is the proposal 
feasible. 

Criticism has been heaped upon the proposal on various grounds 
— ^it is argued that a “counterweight” program will mean more pub- 
lic works and hence a greater cost of government, that preplanned 
and “preserved” public works are reduced to impracticality by 
changing circumstances, and that forecasts of cyclical trends cannot 
be sufi&ciently accurate to permit the correlation of a broad con- 
struction program. Of these objections, only the second may have 
some weight. The first criticism, that “counterweight” planning of 
public works increases thb cost of government, overlooks the con- 
sideration that a true “counterweight” program, as distinguished 
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from emergency “pump-priming” expenditure, merely redistributes 
the undertaking of public works over a cyclical mterval of time and 
does not add to the total. In answer to the third criticism, it may 
be argued that even a loose inverse correlation of public works ex- 
penditure and business trends will be beneficial. The second criti- 
cism — that plans for postponed projects may be outdated when the 
times comes to apply them— will be valid only if no effort is made 
to keep such plans revised and currently applicable for such time as 
they are “on the shelf”; and periodic refreshening of all “shelved” 
project plans is part of the technique of “counterweight” procedure. 

Quite apart from the “counterweight” value of the cyclical pre- 
planning of public works, governments have everything to gain and 
little, if anythmg, to lose by concentratmg their construction proj- 
ects in periods of slackenmg busmess activity and avoiding such 
expenditure during boom times. Governments which construct 
public works m depression periods gam the advantage of falling 
prices and wages. Smee mterest rates also tend to fall, governments 
can market their construction bond issues at exceptionally favorable 
interest rates. Boom-time construction of public works, on the con- 
trary, involves high costs and high interest rates. 

SOCIAL EFFECTS 

If a government limited its functions to the provision of a judi- 
ciary structure and the protection of life and property, and financed 
its expenditures by taxes restmg primarily upon those mdividuals 
and income classes which derived supplementary individual benefit 
from these functions, the pre-existing distribution of wealth and 
income would be undisturbed. Suppose, however, that this govern- 
ment obtamed its mcome from consumption excises. The poorest 
classes, which derived little benefit from the government’s expendi- 
tures, would pay the major part of the revenue. Obviously, such an 
arrangement would augment any pre-existing inequality of income 
—•it would take from tfie poor and give to the rich. Finally, the 
government might devote a major proportion of its expc:nditures to 
social welfare functions whose supplementary mdividual benefits 
went to the poorer elements of the population, and obtain its rev- 
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enues from sharply progressive personal taxes bearing most heavily 
on the mcome, and even on the wealth, of the richest elements of 
the population. Such governmental activity would result in social 
equalization — it would take from the rich and give to the poor. 

Both American and foreign nmetecnth-century fiscal policies gen- 
erally had the effect of further accentuating current inequality in 
the distribution of wealth and mcome. Federal, state, and local 
governmental functions assisted property and business, and the 
owners of property and business. And, while most of the taxes 
likewise came from these two classes, a not mconsiderable revenue 
was derived from consumption levies borne by ^e poor and prop- 
ertyless as well as by their more fortunate neighbors. 

For a half century at least, the tendency has been in the oppo- 
site direction. Expansion of the educational program, the growmg 
scope of state and local social welfare activity, the recent plunge 
into a program of social insurance — all are aspects of State action 
which, over and above such elements of “social benefit” as may be 
read into them, contribute far more to the welfare of the poor than 
to the rich. Meanwhile the growing emphasis upon income, death, 
and business taxation is shiftmg a larger portion of the burden of 
government upon the rich.^^ 

Nowhere in orthodox fiscal literature is there the advocacy of 
an “equalization” motive for governmental activity. If the subject 
IS mentioned at all, the suggestion is sternly reproved. But the 
phrase, “Soakmg the rich,” used in connection with mcome and 
death tax schedules, indicates that the idea is present m some legis- 
lative minds. While this motive may not heretofore have been an 
active factor in public expenditure and tax legislation, the student 
of Public Finance cannot overlook the growmg “equalizing” effect 
of fiscal developments. 


Sec p 292 of this volume. 



CHAPTER III 


American Governmental Expenditure 

How much do our American governments— the federal govern- 
ment, the 48 state governments, and the 175,000 or more local units ^ 
—spend each year ? To what extent and why are their expenditures 
increasing? For what purposes do they expend the money which 
they obtain from the American people by taxing, by borrowing, and 
by other means which will be considered later ? 

These questions are primarily factual. The answers are to be 
found in the welter of statistical data collected and issued by thou- 
sands of governmental departments, and subsequently organized 
and summarized by various research organizations.^ 

^ As of 1934, there were 3,053 counties and parishes, 8,580 special distncts, 16,366 in- 
corporated cities and villages, 20,262 towns and townships, and 127,108 school distncts. 
Wdliatn Anderson, The Umts of Government tn the United States (Public Administration 
Service, Publication No 42, 1934), p 1 

2 Federal government expenditures, classified by function and department, are presented in 
the annual Reports of the Secretary of the Treasury and in the annual Budget Reports 

State statistics must be tracked down state by state in the annual or bienmal reports of 
finance departments, state tax commissions, comptrollers, budget bureaus, and other depart- 
ments, In some states a complete presentation, with good functional classifications, may 
appear in the report of some single department More often, however, the figures arc 
scattered th-c’ •'c’^o-ts of various mdependent departments or bureaus. From 1917 

to 1931, i' ' 'd-i. a of the Census collected staUstics on state expenditures and pub- 

lished them in its ^‘Financial Statistics of States” senes Unfortunately the senes was 
discontmued for several years during the 193 O’s because of insufficient appropnations, but 
It has recently been revived. 

States which require their local units to report financial operations to some central agency 
publish consolidated statements of states which 

make such requirement of all their , s. ^ In a minority To obtain full statistics 
of local fiscal operations, thousands of reports would have to be obtained from various 
classes of local governments m the several states. And once received, they would be prac- 
tically useless for the preparation of a consolidated statement, since there would be no uni- 
formity in their basis of reporting or their classifications Annual estimates of the total 
of local expenditures, with some attempt at functional classification, afe made by the 
National Industrial Conference Board. The federal Bureau of the Census made and pub- 
lished a classified survey of local expenditures in 1902, m 1912, 1922, and 1932 it issued 
partial statistics on the subject Detailed figures on local highway expenditures arc published 
annually by the federal Bureau of Public Roads, statistics on local school expenditures are 
issued biennially by the federal Office of Education, and annual figures on various classes of 
state and local social expenditures are compiled by the Social Security Board 

54 
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GROWTH 

Statistics on combined federal, state, and local expenditures in the 
United States may be had only for occasional years back to 1890. 
Even these limited data show the consistent increase in such expendi- 
tures during the half century. As indicated in Table 2, this growth 
has occurred not only m absolute amount, but also as measured 
against population and national income. Absolute amounts more 
than tripled between 1890 and 1913, tripled again between 1913 and 
1923, and doubled again by 1937; with the federal armament pro- 
gram developing in 1941 at acceleratmg pace, another doublmg of 
total American governmental expenditures is in near prospect. Per 
capita expenditures increased tenfold between 1890 and 1940, or 
sevenfold if price changes are taken into account. Prior to the ini- 
tiation of the defense program, over one-quarter of "our national 
income was channeled through government payment; contmued 
expansion of the defense program, or its evolution into a war pro- 


Table 2 

AMERICAN GOVERNMENTAL EXPENDITURE, SELECTED 
YEARS 1890-1940 


h 

Year 

Amounts 

(m 

millions) 

Amounts 

Cm 

millions) 

m 

“1926" 

Dollars^ 

Per 

Capita 

Per 

Capita 

in 

“1926" 

Dollars^ 

Ratio 

to 

National 

Income 

1890 .. 

$ 893 

$ 1,589 

$ 14 16 

$ 25 20 

7 1 

1903 .... 

1,636 

2,745 

20 20 

33 89 

7 0 

1913 . . . 

2,691 

3,855 

27 88 

39 94 

7 3 

1919 . . •• 

21,156 

15,264 

201 48 

145 37 

33 3 

1923 

8,309 

8,259 

74 50 

74 06 

11 6 

1929 

10,936 

11,512 

89 99 

94 43 

12 6 

1933 

10,635 

[ 16,261 

84 69 

128 51 

25 1 

1936 

16,350 

20,235 

127 68 

158 02 

26 1 

1939 

17,856 

23,160 

136 43 

176.95 

25 2 

1940 

18,745 

23,849 

142 06 

180 74 

24 7 


^ Calculated by dividing the figure for each year’s expenditures by the corresponding index number 
of the United States Bureau of Labor Statistics wholesale price index 


i Derived from The Conference Board, The Economtc Almanac for (the Board, New York, 

1941), pp 358-359. 
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gram, could readily carry the proportion up to one-half. Govern- 
ment is today America’s biggest field of economic activity, outrank- 
uig production, agriculture, or distribution of goods and services. 

Meet of changing price levels 

As commodity prices and salary levels increase, each dollar ap- 
propriated for governmental expenditure buys less and less. To 
maintain activities at the level of prior years, governments must 
increase their monetary appropriations. If they buy the same 
amounts of materials, and employ the same personnel, they must 
pay higher prices for their materials and higher salaries to their 
officials and employees. Contrariwise, when the general price level 
is declining, a government may show a reduction in its monetary 
disbursements and still buy the same quantity and quality of mate- 
rials, and use the services of the same grades of officials and em- 
ployees. A mild rise in prices added 20 per cent to the apparent 
cost of government between the mid-1890’s and 1913. Price devel- 
opments during the next seven yean more than doubled govern- 
mental costs. After a precipitous drop in 1920, prices remained 
fairly stable through 1929. Another sharp price drop — nearly one- 
third — occurring during the next four years, was reflected »in gov- 
ernmental costs by salary cuts and lower cost of materials. Since 
March 1933 the persistent trend of prices has been upward, with a 
correspondmg mcrease m cost burdens for all governmental units. 

Statistically, the effect of changing price levels upon governmen- 
tal costs can be discounted by stating expenditures in terms of the 
purchasing power of some “base year” dollar. In Table 2 total and 
per capita expenditures are stated in “1926” dollars. Note that the 
absolute increase of total governmental expenditures from 1890 to 
il929 w^s nearly 1270 per .cent, whereas the “true” increase was only 
'798 per cent. On the pther hand, absolute expenditures increased 
■only 4.3 per cent between 1929 and 1933^, but with falling prices this 
represented a “true” increase -of over 50 per cent. 

But marked changes in the general price level do not affect alone 
the monetary expression of governmental activities. Indirectly, they 
lead in ihe long run to increased and expanded public expenditure. 
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As prices rise, the maintenance of existing governmental activities 
grows more expensive because of the mounting costs of materials 
and services. Simultaneously, the rising price level operates to in- 
crease land values, raise mcome levels, and in other ways broaden 
the bases of the taxes which provide the funds for governmental 
activities. With increasmg revenues available, there is little hesi- 
tancy in votmg larger appropriations to maintain the current level 
of governmental activity at its higher cost. A subsequent declme in 
the price level rarely carries governmental expenditure back to its 
previous figure. Governmental wages and other payments are 
among the most “sticky” of price factors, particularly on price 
downswings, and they resist the general movement. Should the 
fall m governmental costs be more rapid than the shrinkage in tax 
bases, and an excess of “true” revenue result, politicians prefer to 
spend such a “surplus” on enlargement of governmental functions 
rather than to reduce tax rates or to abolish special taxes. If rev- 
enues shrink more than governmental costs, the easy way out is to 
meet the resulting deficits by temporary borrowmg or higher tax 
rates. 

Effect of business cycle developments 

In the past, broad cyclical fluctuations of business activity have 
operated as a one-way ladder for governmental expenditure. Legis- 
lators among others are infected with the general optimism that 
accompanies boom times, and thoughts of governmental progress 
and expansion capture their imaginations. State assemblies, county 
and town boards, city and village councils vote new functions and 
enlarge existmg ones. Taxpayers offer little objection, because the 
combmation of prosperity, rising values, and mcreasing incomes 
reduces the burSen of pre-existing taxes. 

When recession comes, the new functions arc found to be “frozen” 
into the system. There may be overtures to “economy,” but rarely 
do they restore the old level of governmental costs. Moreover, it is 
now accepted that government must undertake the relief functions 
associated with busmess recession. These “relief” functions may 
carry the recession cost of government above even the prior pros- 
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perity level, as occurred during the early 1930’s. And then, as recent 
experience has shown, these depression “relief” functions freeze in 
turn into the governmental structure, and are continued after the 
pressmg need for them has passed. 

Effect of national growth 

For a quarter century after 1890, the United States expanded inter- 
nally. New counties, school districts, road districts, drainage dis- 
tricts, villages, towns, and cities were constantly being organized. 
Governmental functions were provided over a wider area and to a 
greater population, and, perforce, governmental expenditures in- 
creased. Although this “expansionist” growth of governmental 
activity was most marked in the case of state and local units, the 
federal government also had some share in the development. What 
part of the $1,500,000,000 “true” increase in state and local expendi- 
tures between 1890 and 1913 is attributable to national “expansion,” 
and what part to other factors, cannot be determined, but certainly 
“expansion” must be rated a major factor m this period. 

Higher per capita cost of city government as compared with rural 
government is not accounted for exclusively by a surplus of service 
functions which cities provide for their residents. Increasing den- 
sity of urban and suburban population necessitates special “reme- 
dial” public functions. City crowdmg breeds problems of sanitation, 
crime, social welfare, and trafi&c which are less pressing in the coun- 
tryside. Much of the cost of city government results from “reme- 
dial” functions that ward off the social disadvantages of urban 
growth rather than confer social benefits. 

But density of population has its governmental economies as well 
as its extra costs. A legislature for a population of millions involves 
little more cost than one for a population of thousands. It may cost 
no more to construct a motor highway at a low per capita cost 
through a densely populated state than through a sparsely settled 
region. Many governmental services such as forest-fire prevention 
are performed at relatively constant cost, irrespective of the number 
of individuals benefited. Furthermore, economies of mass produo', 
tion are applicable to some governmental functions. In the purchase 
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of standardized supplies. New York City can effect economies im- 
possible to a hundred small cities havmg the same aggregate popu- 
lation. Per capita expenditures are about the same in cities of 
300,000 and 30,000 population although the former must provide 
more “remedial” functions. Lower unit cost for many standard 
governmental functions seems to be the explanation of the phenom- 
enon. With growth of city size, a decrease in unit cost of govern- 
ment tends to offset an increase in per capita functional activity. 

Fmally, there is the factor of economic growth. An industrial 
civilization calls upon its governmental agencies for many serv- 
ices not required by an agricultural civilization. Industry having 
produced the automobile, construction and maintenance of an im- 
proved highway system required the expenditure of billions of dol- 
lars. Metropolises, developed by commerce and industry, magnified 
the ramifications and possibilities of social delinquency, and state 
and local governments had to develop a new penology and new 
agencies of social welfare to meet the situation. Large-scale labor 
difficulties grew up with large-scale industry, and government had 
to create and supervise ameliorative projects — workers’ compensa- 
tion, public employment agencies, unemployment insurance, the 
National Labor Relations Board, and other labor supervisory bodies. 
Competition and financial malpractices of large-scale enterprises 
established the need for the Federal Trade Commission, the Securi- 
ties Exchange Commission, the Interstate Commerce Commission, 
and the various state railroad and public utility commissions. 

Economic progress and increasing density of population mvolve 
higher governmental costs, but they also result in a more than pro- 
portionate concentration of wealth and income. Were the scope of 
governmental activity in the United States to remain the same while 
economic and population growth continued apace, the burden of 
governmental activity, as measured by income or wealth, would 
probably diminish. 

Expansion of public functions 

By the progressive additions of new State functions, American 
governmental expenditure has expanded over and above the in- 
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crease compelled by national growth and progress. Less than a cen- 
tury ago, Herbert Spencer described the role of the State as that of 
“passive” policeman” — protector of the peace, a guardian of do- 
mestic law and order. But today, American governmental activities 
range from the construction and operation of the Panama Canal, a 
thousand miles from continental United States, to the replanting of 
deforested hillsides and the provision of social insurance. “New 
Deal” legislation has in the past decade committed the federal gov- 
ernment and the states to many functions which were originally 
denounced, and in some supporting quarters freely proclaimed, as 
“socialistic,” but which now are mextncably a part of the American 
economic system. 

We have already noted that economic progress alone forces many 
new functions upon government. But this compulsory expansion 
of the sphere of government has been supplemented or accompa- 
nied by a voluntary enlargement of the scope of public activity. The 
public purse has been opened to assist the nation’s unfortunate and 
the nation’s unfit — the unemployed, the depression-ridden farmers, 
widows and orphans, the aged poor, the halt, the lame, the blind, 
and the insane. So also, the federal government and to a lesser 
degree the states have added to their costs of government by ex- 
pandmg and strengthening their controls over various aspects of 
busmess activity. In part these new social expenditures and busi- 
ness controls may be viewed as called forth by the economic evolu- 
tion of the nation; but in part they constitute new responsibilities 
undertaken by American governments in response to changing 
popular views upon the scope of governmental functions. 

“Pressure group” technique, developed to a high degree of effi- 
ciency, is a potent weapon in overcoming the inertia of governments 
against initiating new functions. Disinterested humanitarians and 
interested economic groups have learned to hire experts in the art 
of persuading and coercing legislators to vote new governmental 
activities, sometimes meritorious, sometimes difficult to justify by 
impartial standards. So, during the 1920’s, more and better schools 
were built and the school curriculum was launched toward new 
horizons, imptoved methods of garbage disposal were provided, 
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systems o£ mothers’ pensions were voted, state hail insurance was 
developed, and funds were provided to combat the corn borer and 
the boll weevil. And during the 1930’s, cities which by any manner 
of means could raise the funds provided home relief for their un- 
employed and their unemployables, states increased their social wel- 
fare appropriations, and the federal government paid out billions of 
dollars in farm aid and supported a federal theater. 

Effect of wars and national emergencies 

War, as a national emergency, is the concern and the financial 
responsibility of the federal government. Fortunately, during the ' 
century and a half of its existence, the United States has engaged 
in but six. Three of these — the Civil War, World War I and World 
War 11 — made heavy demands upon the nation and the federal gov- 
ernment. The “defense” program initiated m 1940, itself more costly 
than any prior war effort, was but a prelude to the greater national 
sacrifice demanded by participation in World War II. 

Immediate costs of prosecuting hostilities are only a fraction of 
the total cost of war to the federal government. A war debt of sub- 
stantial magnitude may take generations to retire, and during that 
time mterest payments may cumulate to more than the original 
capital sum of the debt. As the years pass, pensions and other 
forms of special compensation to those who performed military 
service are increased through political pressure. War claim settle- 
ments drag ov«r decades. The Civil War, not yet completely paid 
for, since many pensioners are still living, has to date cost the federal 
government |1 1,400,000,000. The present mcompletc bill for the 
Spanish War is over $3,000,000,000. As of 1934 World War I costs 
had already mounted to $42,000,000,000 with the final cost certain 
to be many billion dollars higher. 

As a consequence of these aftercosts of war, federal expenditures 
advanced to a new, lasting, high level after each of its wars. Partly 
responsible for each of these increases in federal governmental costs 
has been the price inflation associated with each war. But in each 
instance the greater part of the increase must be attributed to ex- 
penditures directly consequent upon the war — ^liquidation of supple- 



62 AAffiRICAN GOVERNMENTAL EXPENDITURE 

mentary war agencies, interest on the war debt, retirement of the 
war debt, pensions and other forms of veterans’ aid, and mainte- 
nance of an enlarged military and naval establishment. Most strik- 
ing was the effect of World War I on federal expenditures During 
the decade precedmg America’s entry into the war, federal expendi- 
tures averaged under $700,000,000 annually, during the decade 
followmg the end of the war, the annual average was nearly 
$4,000,000,000. Indirectly, a war may also affect state and local 
expenditure. During the period of America’s participation in 
World War I, federal demands for materials, services, and credit 
compelled state and local governments to postpone all but the abso- 
lutely indispensable programs of capital construction. When the 
war was over, the state and local governments found their construc- 
tion programs in arrears. In 1919 they catapulted themselves into 
an orgy of capital outlay at a time when they had to pay the 
highest rates for the funds they borrowed. Roads, schools, public 
buildmgs delayed by the war were constructed, the check to civic 
progress was overcome. But, as a result of this blind drive to catch 
up with postponed construction projects, state and local govern- 
ments have ever since had to carry an excessive burden of interest 
and debt retirement payments. 

State governments not infrequently make direct contributions to 
the war program of the federal government, by raising and equip- 
ping regiments of the National Guard subsequently mcorporated 
in the federal military forces. They may vote special compensation 
to their own veterans after the war. Though such state military 
expenditures are dwarfed by comparison with the federal war 
budget, they must not be ignored in any general survey of war 
costs. 

“Emergency” expenditures for recovery and relief, inaugurated 
between 1932 and 1935, likewise left a lasting impress on the level 
of federal expenditures. A host of new “vested interests” in federal 
spending were established — the recipients of relief, the local gov- 
ernments that received federal aid for their relief works projects, 
recipients of federal farm payments, and many others. Throughout 
the second half of the decade they resistet^, with marked success, all 
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attempts to reduce federal “recovery and relief” expenditures. Their 
resistance had too much political pressure behind it to be crushed. 
Not until 1941, when the greater exigencies of defense procurement 
overrode the vested interests in federal “relief” and farm aid ex- 
penditures, could these “emergency” expenditures be effectively 
lowered. 

AGENCIES 

American governmental functions are divided among three major 
classes of political units — the federal government, the 48 states, and 
the 175,000 or more local umts. For the most part, the activities of 


Table 3 

PERCENTAGE DISTRIBUTION OF GOVERNMENTAL 
EXPENDITURE BY DISBURSING AGENCIES, 
SELECTED YEARS 1890-1940 


Year 

Federal 

State 

Local 

Total 

1890 , 

35 6 

9 9 

54 5 

100 0 

1903 

31 6 

12 7 

55 7 

100 0 

1913 . . . 

26 8 

13 6 

59 6 

100 0 

1919 . . . 

87 5 

3 0 

9 5 

100 0 

1923 

36 8 

14 4 

48 8 

100 0 

1929 

27 0 

17 6 

55 4 

100 0 

1933 

35 7 

19 3 

45 0 

100 0 

1936 . . . 

52 7 

14 8 

32 5 

100 0 

1939 . . . 

51 '2 

19 2 

29 6 

100 0 

1940 

50 4 

49 6 

100 0 


Denved from The Conference Board, The Economtc Almanac for 1941-4^ (the Board, New York, 
1941), p. 358, 


these bodies complement each other, each class of unit presumably 
performing the functions for which it is mherently best fitted. Ob- 
vious examples of this arrangement are the federal government’s 
control of foreign relations and currency, and its maintenance of a 
navy. Local units provide fire protection and sanitary facilities. 
One class of government sometimes supplements an activity pri- 
marily administered by another, or by others. States have assumed 
part of the burden of education and highway mamtenance functions 
formerly exclusively local; the federal Bureau of Investigation sup- 



64 AMERICAN GOVERNMENTAL EXPENDITURE 

plements local protection of life and property. Occasionally, two 
governmental bodies cover the same function, with consequent over- 
lappmg and mefficiency; in federal and local handling of emergency 
relief during the middle 1930’s, there were many such instances. 

Neither functions nor expenditures are distributed in any pre- 
determined fixed proportion among the three classes of govern- 


MlUOVJS Of 



CHART I- AMERICAN GOVERNMENTAL EXPENDITURE BY DISBURSING 
AGENCIES, 1890-1940 


mental units. In periods of national emergency — during the World 
War I years, in the “recovery” years of the later 1930’s, and again as 
a consequence of the “defense” expenditures that began in 1940, for 
example-federal expenditures dominated the national total. At 
other times, as shown m Table 3, the federal proportion is from 
one-fourth to one-third. Durmg the 1920’s, local governments were 
responsible for one-half to three-fifths of the expenditure total. But 
this proportion will probably never be repeated. The expansion of 
federal expenditures as a result of New Deal and war develop- 
ments is likely to dominate the proportions of American govern- 
mental expenditure for many years to come. The state governments, 
too, have during the past two decades expanded their functions 
much more rapidly than have the local governments; indeed, 
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through shifting of functions and the development of state aid, 
they have relieved local units of important items of expenditure 
that were formerly exclusively local. State governments, hereto- 
fore relatively unimportant as disbursing agencies, seem likely to 
assume a more important role in the future. 

PURPOSES 

Only when considered in relation to the disbursements of other 
classes of government, do the purposes of the expeifditures of each 
class of government become significant. An examination of federal 
expenditures alone would give a false picture of the relative support 
given to the various public functions in the United States. Were state 
or local expenditures studied exclusively, a similar distortion would re- 
sult. To understand the purposes of American public expenditures, 
the outlays of all governmental units must be placed in juxtaposi- 
tion. 

Fortunately, two calculations — ^for 1929 and for 1938 — have been 
made of the functional distribution of American governmental ex- 
penditure. These calculations are presented in Table 4. As of 1929, 
a year fairly representative of governmental expenditure during the 
1920’s, nearly $2,500,000,000, almost one-quarter of the net total and 
one-fifth of the gross total of American governmental expenditure, 
was devoted to the schools of the country. Construction and main- 
tenance of highways and streets, and national defense, ranked next 
in importance. 

Nine years later governmental expenditures were over $5,000,- 
000,000 higher, some four-fifths of which difference was accounted 
for by the expansion of expenditures for social welfare and relief. 
The $4,661,000,000 expended for this purpose in 1938 gave this func- 
tion leading rank. Less was spent for schools and for highways and 
streets in 1938 than in 1929, so that the relative importance of these 
two functions had declined considerably. 

Beginning with the federal 1941 fiscal year, national defense exr 
penditures experienced a 'tremendous and accelerating expansion. 
For 1941 they represent over one-fourth of a total of governmental 
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|ndu3tna! Conference Board, Cos< of Government tn the Untied Slates, 19B9-19S0, p 20, 2958 figures from U S Treasury 
ugust p 4, liie dassmcatioii aud combination of ngures in these two sources are not strictly comparable, but the compsuison is fair enough in its 
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expenditure in excess of $22,000,000,000. For 1942, and for subse- 
quent years if the armament program is long continued, the pro- 
portion will be still higher. 



CHART II PURPOSES OP AMERICAN GOVERNMENTAL 
EXPENDITURE, 1938 


Costs of each function are not distributed pro rata among the 
three classes of government — federal, state, and local. Education is 
primarily a local function; federal and state outlays for school pur- 
poses in most states merely supplement local contributions. On the 
other hand, practically all of the expenditure for national defense 
is undertaken by the federal government. Over half of the expendi- 
tures for social welfare are made by the federal government, and 
three-quarters of the balance is made by the states. State expenditures 
for highways are nearly double those of the local units, and these 
in turn are double federal payments for this purpose. 

PURPOSES OF FEDERAL EXPENDITURE 

Article I, Sec. 8 of the federal Constitution grants the federal gov- 
ernment, through Congress, certain specified powers — ^provision for 
the national defense, conduct of diplomatic relations with other 
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nations, control of immigration and naturalization, regulation of 
foreign and interstate trade, and control of the monetary system. 
Nowhere is there mention of any power to construct internal improve- 
ments, or to aid agriculture, commerce, industry, or the merchant 
marme, or to relieve the distress caused by business depression, or to 
construct lighthouses, or to engage in any of the multitude of “serv- 
ice” functions which the federal government performs today. And 
the Tenth Amendment provides that “The powers not delegated to 
the United States by the Constitution, nor prohibited by it to the 
States, are reserved to the States respectively, or to the people.” But 
the first paragraph of Article I, Sec. 8 gives Congress power “To lay 
and collect taxes, duties, imposts, and excises, to pay the debts and 
provide for the common defense and general welfare of the United 
States.” The construction of that “general welfare clause” was 
fiercely contested during the first fifty years of the country’s his- 
tory.® Should It be construed strictly, and the role of the federal 
government be limited to that of arbiter between the states and in- 
ternational “front” for the union ^ Or should it be construed lib- 
erally, and the way be opened for practically unlimited federal 
activity? Historical authority supported the case for the “strict con- 
structionists.” That of the “loose constructionists” rested on popular 
approval. And ultimate victory, as will be evident m the following 
pages, was with the “loose constructionists.” 

Although federal powers to regulate private activity come con- 
stantly under the eyes of the courts, federal activities and expendi- 
tures are relatively free from judicial interference. An individual or 
other plaintiff rarely has an interest so affected by the expenditure 
of public funds— unless the activity regulates oY otherwise limits his 
personal or business rights that he may mvoke the judgment of the 
courts. When the state of Massachusetts and an individual taxpayer 


The Btue wrned upon the comma after the word “excises ” Was it intended to mark 
off an mdependent clause, so that Congress was given power “to pay the debts and provide 
for the common defense and general welfare”? Or, in consonance with eighteenth-century 
writing style, was it casual so that the grant of power should read, “To lay and collect taxes, 
etc (in ord») to pay the debts and provide for the common defense and general welfare”? 
Under the first construefton a real “general welfare” power is granted, under the second, a 
toitetion is placed on federal tax powers The records of the Constitutionkl Convention 
would mdicate that the second, narrower construction was in the minds of the delegates. 
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sought to enjoin the expenditure of federal funds under the Mater- 
nity Act of 1921, the Supreme Court held that Massachusetts as a state 
was not affected and had no interest to entitle it to maintam suit,'* . 
and that the relative tax contribution of the individual appellant 
was too mmute to give him sufficient mterest to sustain suit.® In 
reviewmg the case of special processmg tax revenues earmarked to 
Agricultural Adjustment Act payments, however, the Supreme 
Court took a federal function under consideration and judged it 
adversely, but only because the earmarking of the processing taxes 
gave the taxpayers a traceable interest m the function under re- 
view.® 

National defense 

Except durmg the 1930’s, expenditures for war, in preparation for 
war, and as a consequence of war, have been the outstandmg feature 
of the federal budget. For one hundred and forty years, as shown 
in Table 5, they molded the history of federal expenditure 

Federal government payments on the army, on the navy, and on 
the Revolutionary debt accounted for from five-sixths to nme-tenths 
of total expenditures durmg the first two decades. Under Federalist 
^ rule, from 1789 to 1800, the proportion of military expenditures to 
total federal expenditures tended to increase; the Jeffersonian pro- 
gram of peace and economy lowered it in the decade following. 
The War of 1812 rocketed military and naval expenditure, loaded 
a new war debt upon the country, and laid the foundation for addi- 
tional pension payments. By 1835 this war debt was paid off, but a 
new one was piled up for the prosecution of the Mexican War. War 
pension payments varied in amount; the tendency of such payments 
to decrease as veterans died off was counteracted by Congressional 
eagerness to increase pension allowances.'^ Expenditures for the 

^Massachusetts v. Mellon, 262 U S (1922) 447. 

^Frothtngham v Mellon. 262 U S (1922) 447 
S. a Butler, 297 U, S (1936) 1. 

A summary history of veterans’ aid legislation will be found in National Industrial Con- 
ference Board, The World War Veterans and the Federal Treasury (New York, 1932), p 3, 
fuller studies arc W H. Glassons, Federal Military Tensions m the Umted States (Carnegie 
Endowment for International Peace, 1918) and G A Weber and L F Schmcckebiw, The 
Veterans' Admtmstrafwn (Brookings Institution, 1934) « 
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army and navy increased steadily as these establishments grew in 
size and equipment. 

Heavy military expenditures occasioned by the Civil War marked 
the 1860’s. Fifteen years thereafter were spent bringing the army 
and navy down to a peacetime level and reducing the war debt — 
the low point was reached m 1886. Federal military and civil ex- 
penditures expanded steadily from 1887 to 1916. A steel navy re- 
placed the wooden one, khaki replaced the historical blue of the 
army. The Spanish War, short in duration, gave another fillip to 
military and naval expenditures. And pension payments, instead of 


Table 5 

OUTLINE OF FEDERAL EXPENDITURE, 1789-1940 


(Amounts in millions) 


Yearly Average 

Civil 

and 

Miscel- 
lane- 
ous ^ 

War 
Depart- 
ment 2 

Navy 
Depart- 
ment ^ 

Pen- 

sions 

and 

Vet- 

erans’ 

Aid 

Interest 

Total 

1789-1800 

$ 1 

$ 1 

$ 1 

3 

$ 3 

$ 6 

1801-1810 

2 

2 

2 

3 

3 

9 

1811-1820, , 

3 

11 

5 

3 

5 

24 

1821-1830. 

4 

4 

3 

$ 1 

4 

16 

1831-1840 

9 

8 

5 

3 

8 

25 

1841-1850 

9 

13 

8 

2 

2 

34 

1851-1860 

28 

16 

12 

2 

3 


1861-1865 

31 

1 548 

65 

5 

35 

684 

1866-1870 . 

63 

128 

28 

23 

135 

378 

1871-1880 

73 

39 

20 

33 

106 

272 

1881-1890 , 

84 

42 

17 

72 

54 

268 

1891-1900 . 

114 

81 

39 

144 

34 

411 

1901-1910 

364 

151 

100 

148 

25 

587 

1911-1916 . 

200 

196 

137 

166 

23 

723 

1917-1921 

3,654^ 

3,399 

981 

337 

571 

8,942 

1922-1930 

831 

401 

353 

764 

840 

3,188 

1931-1933 .. . 

1,976 

468 

354 

927 

633 

4,358 

1934-1940 , 

4 

5,417 

627 

569 

1 

841 

' 871 

8,325 


^ After 1916 e3;cludes civil expendittires under War and Navy Departments 
I ^ter 1^16 includes avil expenditures under War and Navy Departments 
J Less than $750,000 

* Includes war expenditures not made through War and Navy Departments 
Dcnved from Stati^ical Absiractt 1940, p, 168 
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declining as Mexican War and Civil War veterans died off, in- 
creased astoundingly as pension allowances were liberalized and 
Spanish War veterans were brought on the list. During the early 
’80’s, annual pension payments had averaged $60,000,000; by 1916 
they were over $160,000,000. 

American participation in World War I again catapulted the 
military expenses of the federal government. Expenditures for the 
army and navy, for military compensation, and for mterest on the 
war debt, reached a stupendous maximum of over $12,500,000,000 in 
the fiscal year 1918-1919. The machinery of war was ultimately dis- 
mantled, War and Navy Department expenditures (including some 
for civil purposes) touched a $700,000,000 low in 1924. Interest pay- 
ments on the war debt were at their peak — over $1,000,000,000 — ^in 
1921 ; they declmed thereafter. But pensions and veterans’ aid pay- 
ments increased. An efficient veterans’ lobby obtained the progres- 
sive liberalization of veterans’ aid allowances and in 1924 forced the 
passage of a bonus bill, over presidential veto, mvolving cash pay- 
ments of $50,000,000 and a deferred payment of nearly $3,700,000,000 
in 1945.® By 1930, the annual pension and , veterans’ aid bill was 
$820,000,000, In that year, payments for national defense and those 
arising out of America’s participation in World War I exceeded two 
billion dollars— nearly two-thirds of the federal government’s total 
budget. 

National defense appropriations were cut during the depression 
years of the early 1930’s, and President Roosevelt succeeded in re- 
ducmg the veterans’ aid appropriation from a high of $985,000,000 
in 1932 to $567,000,000 in 1934. But in 1936, over presidential veto. 
Congress authorized immediate cash payment of the soldiers’ bonus, 
adding $1,700,000,000 to federal expenditures for the 1936 fiscal year 


8 The War Ri^k Insurance Act of 1917, intended to preclude and obviate the abuses of a 
World War veterans’ pension system, covered provision for the dependents of members of the 
armed forces during the period of their service, compensation for death or disability result- 
ing from war service, authorization for hospital service, a policy of rehabilitation for per- 
manently injured veterans, and a system of insurance under which the government assumed 
the cxtxsi risk cost attached to military service The pension and bonus legislation of the 
1920’s added to the service compensation provided by the Act of 1917 The Bpnus Act of 
19^6 provided for payment of die bonus mne years ahead of the date set by the original 
Adjusted Compensation Act of 1924. 
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and 1557,000,000 to the payments for the year following. In 1935, 
moreover, the United States started to rearm. As world conditions 
grew darker, the pace of rearmament was accelerated. In 1939, na- 
tional defense expenditures exceeded $1,000,000,000, more than 
double the figure for 1934. The advent of World War II further 
intensified American rearmament. By 1941, the federal “defense” 
procurement program had become, in elfect, a race agamst time to 
prepare for probable involvement m the war, and at the same time 
extend “all aid” to Britain. National defense expenditures for fiscal 
year 1941 amounted to over $6,000,000,000 As of December 1941, 
with war agamst the Axis powers an actuality, annual military and 
naval budgets of thirty to sixty billion dollars were forecast. 

Civil expenditure prior to the Depression 

Civil functions were held to a minimum during the first sixty 
years of the federal government’s history. Jackson’s Maysville veto 
m 1830 checked desultory activity m the field of internal improve- 
ments, the Cumberland Road, constructed with federal funds be- 
tween 1811 and 1852, was an exceptional venture. Not until the 
1850’s did the federal government quietly but seriously expand its 
civil functions The Department of the Interior had been created 
in 1849. By 1860, civil expenditures constituted nearly one half of 
the $63,000,000 federal budget. 

Overhead costs of federal government grew, after the Civil War, 
as the country grew. Now, however, the national administration 
was definitely widening the scope of its civil activities. The Inter- 
state Commerce Commission was established in 1887, agriculture 
was given an executive department and a Cabmet office in 1889, the 
Department of Commerce and Labor was created in 1903, and the 
Federal Trade Commission in 1914. Appropriations for deepening 
of rivers and harbors— the ill-famed “pork barrel” legislation— were 
a feature of the period. Federal civil expenditures were $61,000,000 
in 1880; in 1915 they amounted to $269,000,000. 

Pre-existing functions were expanded and many small new ones 
added from 1915 to 1930. Through the newly established federal 
land banks and the Agricultural Marketing Act of 1929, over $500,- 
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000,000 of federal funds was invested in agricultural credit. Accord- 
ing to one authority, two-fifths of the $800,000,000 increase in the 
annual federal civil expenditures between 1915 and 1930 may be 
ascribed to new agencies and new work within the older bureaus and 
establishments, and three-fifths to the effects of price changes and 
the expansion of older activities.® 

“Recovery and relief” functions since 1931 

By 1932, pressure upon the federal government for positive action 
to check the growing depression had become too insistent to be 



longer ignored. In that year, the Reconstruction Finance Corpora- 
tion was established to advance federal funds to financial institutions 
and railroads and to lend up to $300,000,000 to states and localities 
for relief purposes; by March 1933 its loans outstanding totaled 
$1,800,000,000. A federal home loan bank system was established 
with $125,000,000 of initial capital provided by the Treasury, addi- 
tional federal funds were invested in the federal land banks, and 
$200,000,000 was made available to the Secretary of Agriculture for 

® Carrol H Wooddy, “The Growth of Governmental Functions,*' in Recent Social Trends 
m the United States (McGraw-Hill Book Co., New York, 1933), Vol II, p. 1920. 
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direct emergency loans to farmers. But the “depression outlays” of 
the Hoover administration were a modest prelude to the tremendous 
New Deal “recovery and relief” expenditures. 

President Roosevelt posited a new federal function— to stem de- 
pression and stimulate recovery — in the course of his first year in 
office. The program had many facets.^® Some, the monetary and 
banking laws for example, without committing the government to 
new functions or additional expenditure, had far-reaching economic 
effects. Others mvolved new governmental activities and new gov- 
ernmental costs. 

First “recovery” engine geared into action by the Roosevelt ad- 
ministration was the Reconstruction Finance Corporation. Within 
the ten months from March through December 1933, more than $1,- 
800,000,000 of RFC funds was lent to or invested in weakened finan- 
cial institutions; another $1,850,000,000 was so advanced ,m 1934. 
Most of these “shock funds” were used to buttress shaky banks — 
either to prevent their collapse or to make them eligible for mem- 
bership m the Federal Deposit Insurance System. Over $600,000,000 
was mvested in the capital of federal farm credit institutions. In 
addition to these $3,700,000,000 of advances made during the first 
twenty-two months of the Roosevelt administration, RFC was au- 
thorized to transfer $1,000,000,000 to federal agencies for relief expend- 
iture. RFC’s loans and investments have been or will be eventually 
repaid in greater part — the transfers were outright expenditures. 

Reconstruction Fmance Corporation, created by the Hoover ad- 
ministration, was and is an mdependent, incorporated credit insti- 
tution, but its $500,000,000 stock is entirely owned by the federal 
Treasury. And in the absence of a private market for its notes, the 
sale of which provided its working capital, the Treasury purchased 
all issues. Over $4,000,000,000 were outstanding on December 31, 
1936, over $1,700,000,000 on May 31, 1941. In effect, then, RFC was 
merely an agency through which the federal Treasury made invest- 
ments and advanced “recovery” funds. Repayments of old loans 

A summary analysis of the Roosevelt “recovery program” is given in William J. Shultz 
and M. R Came, Financial Development of the United States (Prentice-Hall. New York, 
1937), Chs. XXVin and XXTX 
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have exceeded new advances since 1935, and RFC itself has been 
paying oflF its Treasury-held notes. 

In a frontal attack on the depression, titanic federal expenditures 
were made on public works, on the Keynesian theory that such pay- 
ments would eventually produce a multiplied increase of private pur- 
chasing power. The National Industrial Recovery Act of 1933 car- 
ried a $3,300,000,000 appropriation for public works, with provision 
for matching of federal funds by the states and localities for which 
the public works were constructed and for public works loans to 
state and local units. When it was seen that the Public Works Ad- 
ministration could not promptly institute a “heavy” works program 
of such magnitude, a Civil Works Admmistration was established 
in November 1933 to create “light” works projects, with funds trans- 
ferred from PWA.^^ Thus, it was hoped, the twin aims of “recov- 
ery” and “relief” could be pursued simultaneously. CWA lasted 
only SIX months, during which time it expended $939,000,000. 
Meanwhile, PWA contmued a slow development,^^ and federal re- 
lief grants to the states were mamtamed. 

In 1935 occurred two important developments in the federal “re- 
covery and relief” program — the Work Relief Act and the Social 
Security Act. The Work Relief Act established a Works Progress 
Administration with a $4,990,000,000 appropriation to be expended 
on specified classes of public works projects m such manner as to 
provide a maximum of “work relief.” WPA expenditures were in- 
tended to be temporary, but this hope was doomed to disappoint- 
ment. Either because the relief emergency continued or was be- 
lieved to contmue — ^the pomt is open to unresolvable dispute — ^WPA 
lingered on with supplementary appropriations. Even m 1941, with 
the defense boom creatmg labor shortages, W^^A expended $1,285,- 
000 , 000 . 

The Social Security Act looked beyond the immediate emer- 

Ufiest studies on the federal relief and social security programs are William Withers, 
Tin 0 .nctng Econotntc Security tn the United States (Columbia, University Press, New York, 
1939), and Josephine C Brown, Public Relief, 1929-1939 (Henry 'Holt, New York, 1940). 

Sec J Kerwin Williams, Gi ants-m-Aid under the Public Worlds Admimsti attoH 
(Columbia University Press , j New York, 1939 ) 
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gency. It made no contribution to “recovery,” and had only inci- 
dental bearing upon current relief needs. Instead it established a 
permanent basis for a nationally organized system of social security. 
The federal government undertakes to insure — or more correedy, to 
pay an old-age pension determined in amount by the wage received 



by the pensioner prior to his retirement at or after 65 years of age, 
his dependents, and the period during which he paid payroll taxes 
—to all employees except those engaged m agriculture, domestic 
service, state and local service, and certain other exempted occupa-' 
tions. By the close of 1940, nearly 50,000,000 prospective pensioners 
were on the federal rolls. Moreover, the federal government con- 
tributes one-half of state old-age pension or assistance payments up 
to a maximum federal contribution of |20 per month to persons not 
covered adequately by the federal pension system. And, finally, the 
federal government makes grants-in-aid to the stales for maternal 

Payroll taxes are discussed on pp 465 and 532 of this volume. 

14 Social security grants-m-aid are discussed on p. 105 of this volume 
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and child health, for crippled children, for dependent children, for 
vocational rehabilitation, for aid to needy blind individuals, and for 
public health purposes. Under the provisions of the 1935 act, as lib- 
eralized in 1939 and 1940, federal social security expenditures are 
bound to expand with each successive year as authorized payments 
increase. For fiscal year 1941 they amounted to $1,084,000,000. 

Farm relief was considered a problem separate and distinct from 
the general recovery program. Farm depression was not a tempo- 
rary phenomenon, it had lasted, more or less unbroken, since 1920. 
Production in excess of domestic requirements threw a farm surplus 
upon the world market, and held American farm prices to the low 
world-price level. Manufactured goods, on the other hand, sheltered 
by a protective tariff, commanded prices considerably above com- 
parable world prices. The Federal Farm Board, established in 1929, 
had lost $184,000,000 of federal funds by vainly buying crop sur- 
pluses to hold for higher prices, without lasting aid to the farmer. 
The Roosevelt admmistration’s solution for this problem was the 
Agricultural Adjustment Administration, created by the Farm Relief 
Act of 1933, which stimulated a rise of farm prices through crop re- 
duction induced by federal bounties for the nonplanting of crops 
and the destruction of herds. Simultaneously, appropriations were 
made for sod conservation work which would preserve the arable 
areas of the country and also give farmers supplementary employ- 
ment. In the peak year 1935, these two items cost nearly $1,150,- 
000,000. In January 1936, the AAA program was declared uncon- 
stitutional, primarily because of the earmarking of processing taxes 
to the crop reduction bounties.^® Congress immediately salvaged 
the AAA prmciple of controlled agricultural production by appro- 
priating general treasury funds for withdrawing land from cultiva- 
tion in the interest of soil conservation. Two years later, a new 
Agricultural Adjustment Act established farm aid on the basis of 
crop loans conditioned upon regulated production. Under the 1936 
and 1938 laws, farm aid lost its emergency relief character and be- 
came an element of the regular civil budget. In fiscal year 1941, 
federal farm aid payments amounted to $968,000,000. 


, See pp, 69 and 206 this volume. 
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“Regular” civil functions since 1931 

Faced with declining revenues, the Hoover administration sought 
to hold its deficits down by an “economy” program. For the fiscal 
year ended June 1933, civil departmental expenditures were brought 
to a “low” of 1638,000,000. While spending liberally on its emer- 
gency functions, the Roosevelt admimstration announced even more 
drastic economizmg in the “regular” fields. Salaries were cut, serv- 
ices were pared. Civil departmental expenditures for the 1934 fiscal 
year were $475,000,000. Subsequently, with rising prices, salary cuts 
were restored. As shown m Chart VI, the New Deal reform legis- 
lation added substantially to the personnel necessary to administer 
the various new functions assumed by the federal government. The 
trend of “ordinary” civil expenditures after 1934 was generally up- 
ward. By 1941 they amounted to $811,000,000. 


See p 125 o£ this volume. 



CHAPTER IV 


American Governmental Expenditure 
(Concluded) 


PURPOSES OF STATE EXPENDITURE 

After the early generally disastrous experiences of the state gov- 
ernments ivith canal construction, railroad aid, and bank aid, they 
tended during the nineteenth century to restrict their activities to a 
minimum Agriculture ivas given some small assistance. State offi- 
cials administered, very badly, the school funds obtained from the 
sale of “school lands.” A few state hospitals and asylums were 
maintained. Otherwise, at the turn of the century, most of the states 
confined themselves to the bare “overhead” functions of govern- 
ment. 


General functions 

In the course of the past forty years, the scope of state activity has 
broadened startlingly. Masters of revenue sources denied to the 
local governments, the states have been forced to supplement, and 
in some cases take over, functions formerly the exclusive responsi- 
bility of local units. Advent of the automobile necessitated paved 
highways beyond the capacity of local governments to construct 
and mamtam. At first, the state governments contributed to local 
highway activity by grants-in-aid, but most of them subsequently 
assumed sole responsibility for arterial highways. In 1939 state gov- 
ernments spent 1468,000,000 on the construction and $206,000,000 on 
the maintenance of state-administered highways, plus an additional 
$454,000,000 on highway bond mterest, highway bond retirement, 
grants for local roads and streets, and other supplementary highway 
purposes. 


80 
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Table 7 


PURPOSES OF STATE EXPENDITURE, 
1913, 1923, 1931, AND 1938 


Purpose of Disbursement 

1913 

1923 

1931 

1938 

Amounts (jn millions') 

General government 

Protection to person and prop- 

$ 43 9 

$ 83 7 

$ 147 5 

$ 164 8 

erty 

Development and conservation 

25 8 

54 8 

88 6 

130 8 

of national resources 


52 3 

84 3 

97 3 

Health, sanitation 

7 1 

24 0 

40 0 

45 5 

Highways 

26 1 

383 7 

997 7 

1,033 3 

Social welfare and corrections 

94 0 

197 9 

309 2 

1,369 4 

Education 

139 5 

382 0 

632 1 

927 3 

Recreation 

2 7 

4 4 

23 4 

12 5 

Miscellaneous 

8 5 

64 8 

59 2 

93 5 

1 current 

$316 5 

$ 895 0 

$1,447 3 

$3,179 2 

Net total 

31 1 

351 6 

934 8 

695 2 

1 total 

$347 6 

$1,247 6 

$2,382 1 

$3,874 4 

Interest 

14 2 

50 4 

110 8 

125 5 

Public utilities 

20 8 

12 6 

15 9 

223 8* 


Percentage DtstnbuHon of Net Total 


General government 

12 6 

6 7 

6 2 

4 3 

Protection to person and prop- 
erty . . . 

7 4 

4 4 

3 7 

3 4 

Development and conservation 
of national resources , . . 


4 2 

3 5 

2 5 

Health, sanitation . . . 

2 0 

1 9 

1 7 

1 2 

Highways 

7 5 

30 7 

41 9 

26 7 

Social welfare and corrections 

27 1 

15 9 

13 0 

35 3 

Education . ... 

40 2 

30 6 

26 5 

24 0 

Recreation 

0 8 

0 4 

1 0 

3 

Miscellaneous . 

2 4 

5 2 

2 5 

2 4 

Net total 

100 0 

100 0 

100 0 

100 0 

Capital expenditure. . 

8 9 

28 2 

39 3 

17 9 


*^'Includes 1204.000,000 cost payments in connection with state liquor monopolies 


Derived from United States Bureau of the Census, Financial Statistics of States series. 
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In education, too, state contributions have risen. From 1900 on, 
educational grants-m-aid for school purposes assumed ever larger 
importance. By 1938 total state school expenditures exceeded $900,- 
000,000, and all mdications point to still further expansion of state 
activity m this field. California and Delaware have made education 
completely a state function; North Carolina provides the standard 
minimum educational requirement, the local districts being respon- 
sible only for excess over that mmimum. In other states, school 
authorities are campaigning either for similar state assumption of 
the school functions, or for larger state grants-in-aid. 

Before the depression, the state governments left the field of social 
welfare activities largely to the local governments. While state ex- 
penditures for charities and hospitals, and for health and sanitation 
mcreased each year, they grew less rapidly than other items of state 
expenditure, and their relative importance m the state budgets de- 
creased. In 1931 they constituted somewhat less than one-seventh of 
the total of state expenditure. Depression forced most states to en- 
gage in relief activities, and their relief expenditures from July 1933 
through June 1935 amounted to $533,000,000. New York’s TERA 
(Temporary Emergency Relief Administration) spent $739,000,000 
between October 1931 and June 1937. 

Just as state emergency relief expenditures were tapering off, the 
Social Security Act of 1935 imposed new expenditure obligations 
upon the states. To take advantage of the credit allowed in the fed- 
eral payroll tax,^ all forty-eight states passed unemployment insur- 
ance laws. These laws generally provide that after a three to six 
weeks’ waiting period, the unemployed person shall for fifteen to 
sixteen weeks be paid one-half of his previous salary, to a max- 
imum of $15 a week. During the states’ 1939-1940 fiscal year, 
6,234,335 unemployment insurance claims were allowed, and over 
$450,000,000 was paid out. All states now have old-age pension laws. 
Average monthly pensions in 1940 varied from $7.57 in Arkansas to 
$37.95 in California, with a national average of $20.11; nearly 2,000,- 
000 aged people were receivmg state assistance in June 1940, at a 
total annual cost to the states of $450,000,000. In the forty states 


^ See p 532 o£ thw volume* ^ 
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whose child-aid laws had been approved by the Social Security 
Board, 831,000 children in 346,000 families were receiving an average 
of $30 per family per month. Approximately 72,000 blind people m 
thirty-nine states were receivmg an average allowance of $24 per 
month. Quite generally the states are assuming the function of co- 
ordmating the work of county and city welfare units.^ Social wel- 
fare expenditures already constitute the most important class of 
state expenditure, outranking highway and education costs, and for 
some time they will continue to increase. 

Individual states vary widely as to the relative support they give 
to mdividual functions. This variation is concealed by the aggregate 
figures presented in Table 7, and in this respect the figures may 
prove misleading. In 1938, for example. New York was spending 
less than 6 per cent of its current state budget on highway main- 
tenance, whereas the proportion for Vermont and New Hampshire 
was around 35 per cent. Similarly, state expenditures on education 
varied from 54 per cent of the current state budget in North Caro- 
lina to less than 8 per cent in Rhode Island. Over 30 per cent of the 
Rhode Island state budget was devoted to payment of unemploy- 
ment compensation, while in 1938 this item did not appear at all in 
the accounts of thirty-five states. 

Capital outlays 

Also worthy of note is the growth of capital outlays for construc- 
tion in state government budgets. In 1913 capital outlays were less 
than 10 per cent of the total of state expenditure. In 1923 the pro- 
portion was 28 per cent. In 1931 it was 39 per cent. As a conse- 
quence of the poor market for state bonds during the 1930’s, and 
influenced no doubt by the prevailing economic pessimism, state 
legislatures sharply reduced authorizations for new capital con- 
struction. As of 1938, state capital outlays were $240,000,000 lower 
than in 1931, and their proportion of total state expenditure for the 
year was down to 18 per cent. 

State capital outlays durmg the 1920’s and early 1930’s were de- 

^ Leonard P. Whitei Introduction to the Study of Pubhc Admmstratton (The Macmillan 
Co., New York, 1939), p. 173, 
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voted mainly to road construction. The states originally set specific 
programs of highway building for themselves. As time went on, 
many of these construction programs were expanded to meet new 
conditions. Nevertheless, as programs, they were certain some day 
to be completed. For many states, that day has already arrived, and 
their expenditures on highway construction have already fallen off 
sharply. As more and more states complete their present highway 
programs, this relative reduction of outlays is necessarily reflected m 
the figure of total capital expenditure for all states. 

Of course, should any considerable number of the states in the 
near future assume new fimctions involving large construction costs 
— ^as the state government m California relieved the local units of 
financial responsibility for the state’s educational system — a new 
impetus might be given to state outlays. 

PURPOSES OF LOCAL EXPENDITURE 

Local governmental functions, more than federal or state activities, 
touch tangibly home to every man, woman, and child. School dis- 
tricts and municipalities are still primarily responsible for education. 
Cities, counties, and towns spend more than the state governments 
upon streets and roads. The policeman or sheriff who represents 
“law and order,” the fireman, the visiting nurse and the health clinic, 
the public park, the water-supply system — all are manifestations of 
local government. 

Data are not available to give a complete functional distribution of 
local expenditures — the payments made by cities, villages, counties, 
towns, school districts, and a bewildermg variety of special districts — 
for any single year, much less to show the development and chang- 
ing distribution of these expenditures over a period of time. But the 
federal Census Bureau has intermittently published figures on the 
expenditures of the larger cities— for a long time all cities with pop- 
ulations over 30,000, but more recently only cities with populations 
over 100,000, County expenditure figures are to be had for a few 
scattered years. For town, school district, and special district ex- 
penditures, we have only the bare totals— $1,536,000,000, $253,000,000, 
^d $261,000,000 respectively in 1932. 
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Cities 

Education is the largest item of city expenditure. Social welfare, 
creation and maintenance of streets, police and fire protection, and 
health and sanitation follow in order of importance. 

Table 8 

THE PURPOSES OF CITY EXPENDITURE, 

SELECTED YEARS 1905-1938 


Purpose pf 
Disbursement 

City Population over 

30,0001 

City Population over 
100,0002 

1905 

1913 

1923 

1930 

1930 

1934 

1938 

Amount (jn mtlltons) 

General government 

$ 33 8 

$ 67 0 

$ 124 7 

$ 204 7 

$ 179 9 

$ 145 2 

$ 183 7 

Public safety 

87 9 

127 1 

284 8 I 

441 5 

365 9 

307 4 

360 4 

Health, sanitation 

52 1 

88 9 

215 4 

334 0 

279 6 

176 8 

202 2 

Streets 

100 2 

161 4 

324 6 

604 9 

517 7 

199 4 

259 3 

Social welfare and 








corrections 

21 9 

404 

87 7 

172 9 

156 4 

353 9 

523 0 

Education 

125 4 

198 7 

700 8 

1,002 7 

777 0 

567 0 

732 2 

Recreation 

221 

45 4 

74 7 

126 9 

1101 

908 

93 6 

Miscellaneous 

6 1 

21 8 

607 

112 2 

98 9 

130 4 

120 1 

r current 

$307 5 

$523 0 

$1,337 9 

$2,112 2 

$1,737 6 

$1,745 0 

$2,097 3 

Net total 

142 0 

227 6 

535 5 

887 7 

747 7 

225 9 

377 2 

[ total 

$449 5 

$750 6 

$1,873 4 

$2,999 9 

$2,485 3 

$1,970 9 

$2,474 5 

Interest 

52 7 

109 7 

227 9 

405 2 

3414 

352 9 

207 1 

Enterprises 

69 2 

123 8 

260 8 

405 6 

335 2 

198 8 

453 9 


Percentage DistnhuUon of Net Total 


General government 

7 5 

8 9 

6 7 

6 8 1 

7 2 

7 4 

7 4 

Public safety 

19 5 

16 9 

15 2 

14 7 1 

14 7 

15 6 

14 6 

Health, sanitation 

11 6 

11 8 

11 5 

11 1 

11 3 

9 0 

8 2 

Streets 

Social welfare and 

22 4 

21 5 

17 3 

20 2 

20 8 

10 1 

10 5 

corrections 

7 1 

5 4 

4 7 

5 8 

6 3 

17 9 

21 1 

Education 

25 6 

26 5 

37 4 

33 4 

31 3 

28 8 

29 6 

Recreation 

4 9 

6 1 

4 0 

4 2 

4 4 

. 4 6 

3 8 

Miscellaneous . 

1 4 

2 9 

3 2 

3 8 

4 0 

6 6 

4 9 

Net total . . 

100 0 

100 0 

100 0 

100 0 

100 0 

100 0 

100.0 

Capital expenditure 

31 5 

30 3 

28 5 

29 6 

30 1 

11 5 

15 2 


J Cities with populations over 30,000 lS4in 1905, 199 m 1913, 248 in 1923, 310 in 1930 
3 Cities with populations over 100,000. 94 


Derived from United States Bureau of the Census. Ftnanaal StaUsitcs of Ctites aeries. 
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Between 1905 and 1930 the functional distribution of city ex- 
penditure changed very slightly. School expenditures increased 
more rapidly and street construction expenditures less rapidly than 
other classes of city outlays between 1905 and 1923, but these tend- 
encies reversed themselves during the next seven years. Capital out- 
lays accounted for three-tenths of all city expenditure more or less 
throughout this penod. 

From 1930 to 1934, if the experience of the ninety-four cities whose 
populations exceed 100,000 is any guide, the construction of streets 
and schools fell off abruptly. With one marked exception, all main- 
tenance expenditures were considerably reduced. Relief and other 
charitable payments mounted, so rapidly m many municipalities as 
to threaten their very solvency 

Some of these developments were but temporary phenomena of 
the recession. Between 1934 and 1938 there was a general mcrease of 
all phases of city expenditure. In most instances, the high levels of 
expenditures on various functions that marked the close of the 1920’s 
were not reattained. Often enough, this meant that after a space of 
years, a city was rendermg the same or even greater services at lower 
costs made possible by the decline in prices; m some cases, however, 
depression economies resulted in a continuing cut in the scope of 
mtmicipal services undertaken. One development worthy of notice 
is the continued expansion of municipal expenditures for relief and 
other forms of social welfare, in spite of the assumption of many wel- 
fare functions durmg this period by the federal and state govern- 
ments. From 1934 to 1938, this category of municipal expenditure 
increased more rapidly than any other. Also significant, for this 
group of cities with populations over 100,000, is the absolute decline 
in interest payments from $353,000,000 in 1934 to $207,000,000 m 
1938, indicating that durmg this period old municipal debt was re- 
tired more rapidly than new was incurred, and also that favorable 
refundmgs may have occurred in some instances. 

Counties 

Variety in size, population, and functions of counties is extraor- 
dinarily great. Obviously, Cochrane County in Texas with its 70 
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inhabitants and Cook County in Illinois with its 3,000,000 are similar 
only in name. New England counties are little more than judicial 
districts. Elsewhere in the country counties are vital administra- 
tion units they support schools, build roads, maintain hospitals, 
asylums, and jails, and coordmate and supervise the administrative 
and fiscal activities of the smaller governmental units withm their 


Table 9 - 

PURPOSES OF COUNTY EXPENDITURE, 
1902, 1913, AND 1932 


Purpose of Disbursement 

1902 

1913 

1932 

Amounts (in thousands) 

General government 

$ 71,441 

$102,335 

$251,150 

Protection to person and property 

7,298 

15,213 

44,231 

Health, sanitation . 

1.899 

2,815 

32,778 

Highways 

28,522 1 

55,515 

236,350 

Social welfare and corrections 

20,404 

37,815 

182,120 

Education 

34,096 

58,047 

182.178 

Recreation 


420 

7,618 

Miscellaneous . . ... 

2,253 

5,575 

44,767 

Total current service expenditure 

$165,913 

$277,735 

$981,192 

Interest 

9,613 

17,418 

118,875 

Capital outlays 

21,839 

89,840 

311,270 

Public utilities . 


189 

489 


Percent'age Distribution of Current Service Expenditure 


General government 

43 1 

36 8 

25 6 

Protection to person and property. 

4 4 

5 5 

4 5 

Health, sanitation 

1 0 

1.0 

3 4 

Highways . 

17 2 

20 0 

24 1 • 

Social welfare and corrections . . . 

12 3 

13 6 

18 5 

Education 

20 6 

20 9 

18 5 

Recreation 

, 

2 

8 

Miscellaneous . . 

1 4 

2 0 

4 6 

Total 

100 0 

100 0 

100 0 


Denved from United States Bureau of the Census* Wealth, Debt and Taxation, 1902 and 1913, and 
Statistics of State and LocoJi 1932. 
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area. The aggregate figures presented in Table 9 conceal a vital 
dissimilarity of governmental activity. Such broad trends as appear 
from these figures are indicative rather than descriptive. 

Durmg the past forty years, the county has been emerging as an 
important unit of public admmistration.* While general adminis- 
trative activities, including the county judiciaries, are still the major 
Item m most county budgets, road building and road maintenance 
have in recent years run a close second. Counties are the primary 
highway and road units m many states; where the state government 
has taken over the arterial highway system, the counties remain re- 
sponsible for the “market” and “feeder” roads. Road maintenance 
absorbed 24 per cent of the counties’ current expenditures in 1932; 
road construction probably accounted for the greater part of their 
capital outlays in that year. 

County operation of schools is rare, but, except m New England, 
the counties are usually the agencies for distributing state school-aid 
to the rural school districts. Frequently they levy special school 
taxes, distributing the receipts among the districts upon an equaliz- 
mg basis. Such county school-moneys totaled $182,000,000 in 1932. 

Social welfare activities have been among the most rapidly grow- 
ing of county functions. Poor relief, free hospitalization, child aid, 
and similar social welfare services which cities provide for urban 
populations, are county-performed for rural populations. Such so- 
cial welfare functions, plus the building and mamtenance of correc- 
tive institutions’, cost the counties $182,000,000 m 1932; depression 
relief undoubtedly brought the figure much higher during the next 
few years. 

Special districts 

Comparatively unnoticed by the textbooks on American govern- 
ment, special districts have been set up m many, if not most, states to 
purvey special services to the residents of special areas. These special 
districts are of two types: (1) those which provide such special gov- 
ernmental services as street lighting or police and fire protection to 

® See John A Fairlee and Charles M Kneier, Coupty Qovmmnt and Admmitmtop 
(C«itury Co^, New York,, 1930), 
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concentrated settlements in sparsely settled areas, and (2) super- 
districts, covermg areas of two or more regular governmental units, 
which administer a centralized service — ^multitown fire or water 
supply, for example — more efficiently and more cheaply than could 
the individual units. To illustrate the extent of special district de- 
velopment in recent years. New York m 1932 had 934 lightmg dis- 
tricts, 492 fire districts, and 1045 other districts providing police pro- 
tection, water, hydrant, sewage, and drainage systems, refuse and 
garbage collection, street, sidewalk, and paving improvement, park 
mamtenance, and miscellaneous joint functions. Their tax and spe- 
cial assessment levies totaled $17,000,000, and they had $89,000,000 
of debt outstanding. 

While special districts have existed in some states almost as long 
as the states themselves, their widespread development is a compara- 
tively recent development. Information as to their activities, and 
machinery for their effective control, are both lackmg. 

EXPENDITURE FOR PUBLIC EDUCATION * 

The tradition of a free, generous public school system is one of the 
most cherished elements of our American civilization. It was a 
revolutionary concept when introduced by the colony of Massa- 
chusetts in the middle of the seventeenth century. General popular 
recognition of the value of a free educational system, particularly the 
extension of such a system to mclude free secondary schools, was 
slow in developing, and not until the middle of the nmeteenth cen- 
tury could the tradition be said to have been definitely established as 
part of the American way of life. 

Growth 

In 1870, the earliest year for which we have statistics on public 
education expenditures, they amounted to $63,000,000. Twenty years 
later the fi'gure was $141,000,000. In 1930, the cost of public school 
education to the United States was $2,317,000,000, and it constituted 


^The most comprehensive recent study on this subject is Paul R Mort and Walter C. 
Rcusser, VubUf School Ttnance (McGraw-Hill Book Co, New York, 1941). 
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the most important function of American government. Various 
factors contributed to this tremendous growth. 

As between 1890 and 1930, a rismg price level was an important 
consideration. Were school expenditures in the two years reduced to 
a common price basis, and expressed in 1913 dollars,® the total for 
1890 would be $175,633,000 and that for 1930, $1,379,045,000. Clearly, 
over two-lifths of the apparent increase in school expenditures re- 
sulted from the decline in the value of the dollar during this period. 

Increased school attendance also contributed to the growth in 
school expenditures. Not only did the actual number of children of 
school age increase from 18,543,201 in 1890 to 31,571,322 in 1930, but 
the proportion of children enrolled in schools rose from 68.6 per cent 
to 81.3 per cent; as a consequence, school enrollment more than dou- 
bled. Moreover, the proportion of daily absences decreased mark- 
edly; of the children enrolled in 1930, 82.8 per cent were in attend- 
ance each day, as compared with 64.1 per cent m 1890. Improved 
school attendance alone has necessitated the provision of greater 
facilities. And some additional factors, all of which involve in- 
creased school costs, have yet to be noted. From an average length 
of 134.7 days in 1890, the school year increased to 172 7 days in 1930. 
For the United States as a whole, the total number of school days 
for all pupils ® more than tripled in this period. And the school day 
itself has been lengthened, appreciably. When the increase in school 
costs attributable to the rising price level is eliminated, the growth in 
the bare physical requirements of education is shown to be responsi- 
ble for more than two-thirds of the remaining increase. 

Allowing for price changes and the increased quantity of educa- 
tion purveyed, the “true” cost of ' education in the United States 
barely doubled between 1890 and 1930. This doubling in true costs 
represents an improvement in the quality of public education, rather 
than mefi&cient and extravagant misuse of public funds by school 
administrators. One contributing factor has been the dispropor- 
tionate growth in high school attendance. In 1890 high school 

®TIie Snyder revised general price level index was used to calculate school expenditures 
DU a ‘*1913 dollar’* basis, 

® Computed by multiplying the number of days in the average school year by total pupU 
attendances ' " ' ' * * ‘ 
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pupils represented 1 6 per cent of the total school enrollment; in 
1930 the proportion was 17.1 per cent. Since the cost per high school 
pupil per day is approximately two-and-a-half times greater than 
that of a grammar school pupil, no small share in the rising cost of 
American public education may be attributed to the growing interest 
in higher education. 

Table 10 


FACTORS IN PUBLIC SCHOOL EXPENDITURE, 
SELECTED YEARS 1870-1938 


Items 

1870 

1890 

1910 

1920 

1930 

1938 

Children $ io ^7 of age 

Number^ 

12 1 

18 5 

24 2 

27 7 

316 1 

308 

Per cent of population 

Pu-ptls enrolled 

Number^ 

31% 

30% 

26% 

26% 

26% 

24% 

69 

12 7 

17 8 

216 

25 7 

26 0 

Per cent of children 5 to 17 ! 

57% 

69% 

73% 

78% 

8i% 

84% 

High school students 

Number^ 

1 

2 

9 

22 

44 

62 

Per cent of pupils enrolled 

1% 

2% 

5% 

10% 

17% 

24% 

School term (days) 

132 

135 

158 

162 

173 

174 

Average days attended 

78 

86 

113 

121 

143 

149 

Average daily attendance^ . . , 

41 

82 

12 8 

16 1 

21.3 

223 

Total days attended^ 

339 1 

1.098 2 

2.011 5 

2,615 2 

3,672 8 

3,876 6 

Total expenditures^ . 

$63 4 

$140 5 

$426 3 

$1,036 2 

$2,316 8 

$2,233 1 ' 

Expenditures per capita 

$164 

$2 24 

$4 64 

$9 80 

$18 87 

$18 15 

Expenditures per pupil 

$15 55 

$17 23 

$33 23 

$6416 

$108 49 

$99 70 

Expenditures per pupil day 

$012 

$013 

$0 21 

$0 40 

$0 63 

$0.57 

Average teacher's salary .. 

$189 

$252 

$485 

$871 

1 $1,420 

$1,374 


1 In millions 


Derived from United States Bureau of EducaUon, State School Systems, i9$8. 


Moreover, teachers today, because they are of higher caliber and 
have better training than those of a generation ago, must be paid 
higher salaries. In 1890 the average annual salary for teachers 
throughout the United States was $252. In 1930 teachers were paid 
an average of $1420 per year. Although part of this salary increase 
has been due to the increased cost of living, the greater part repre- 
sents a “true” advance in the levels of teachers’ salaries. 

Costly modern buildings and equipment have replaced the anti- 
quated schools. To enable rural children to share the educational 
opportimities of urban children they are collected by school buses 
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and transported to town and city schools. The old academic pro- 
gram has been augmented by such extracurricular activities as ath- 
letics, music, art, and dramatics, by vocational courses m typewritmg 
and stenography, dressmakmg and cooking, woodworking, metal- 
craft, and prmting, and by courses in busmess methods and economic 
geography. Subnormal children and other distinctive groups are 
given special training. All these factors which contribute to im- 
proved education — better and higher-salaried teachers, improved 
buildmgs, more specialized equipment, special courses — share the 
responsibility for doubling the “true” costs of public education m 
the United States between 1890 and 1930. 

The persistent increase of school expenditure ceased in the 1930’s. 
One reason was the recession. From 1930 to 1934, teachers and other 
school employees took salary cuts. Purchases of supplies and costs 
of mamtammg school property were held to a minimum. But 
penny-shaving economies alone could not balance the decline in 
school revenues. Teachers’ class loads were increased, special courses 
were eliminated, school terms were cut. In some instances, schools 
had to be closed for lack of funds. Between 1930 and 1934, total 
school expenditures were reduced by $600,000,000 — over 25 per cent. 
During the second half of the decade, some of the ground lost was 
recovered. Teacher salary puts were restored in part, excessive teach- 
mg loads were relieved, and extreme economies wercf relaxed. All 
measures of educational expenditure increased over the lows regis- 
tered for 1934, but did not return to the level of 1930. 

But a new education development appeared m the 1930’s. For the 
country as a whole, the school population stopped increasing. The 
number of children m the “school age” range, 5 to 17 years, reached 
a peak of 32,400,000 in 1934, then started to decline; in 1938 it was 
30,800,000. The figure for children actually enrolled m school after 
1930 was temporarily stabilized around 26,000,000. This ending of 
the expansion of the school population came as no surprise to the 
school authorities. It had long been forecast by the population statis- 
ticians as a consequence of the shrinkage of immigration and the 
decline of the American birth rate; it had been foreshadowed in edu- 
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cational statistics by the earlier persistent decline in the annual in- 
crease of school population. Now, for the country as a whole, school 
expansion to meet an expanding child population was a thing of the 
past. Of course, the development was not uniform for the entire 
country. There were still states and there were still communities 
where school attendance was mcreasing, but these were balanced by 
other states and communities where the number of school pupils was 
declinmg. The first group of states and commumties would still 
have to mcrease their school facilities to accommodate an increasmg 
number of children, while in the second group existing facilities 
would suffice. But, in general durmg the 1930’s one of the most 
important factors in the expansion of educational expenditure was 
greatly weakened. 

Financing public education 

Public education in the United States has from the beginning been 
a local responsibility. State school funds, established by federal and 
state land grants and special money grants, which today would have 
been worth two billion dollars or more, were criminally misman- 
aged. Lands were sold for less than their real value, deeds were 
improperly recorded or not recorded at all, proceeds of land sales 
vanished without record, bad loans were made, officials absconded 
with funds. In few states did the local school districts receive any 
substantial benefit from these funds, and education remained, as it 
had begun, primarily a locally financed function. 

About fifty years ago the system of local school finance began to 
break down. Divergence between the education needs and the tame- 
able resources of individual districts became so pronounced as to de- 
mand rectification. A wealthy community might be able to provide 
extravagant educational facilities with a trifling school tax, while a 
confiscatory rate in a neighboring poor district would not finance 
the most meager of schoolings for its children. A modest beginning 
was made in granting state school aid to the weaker districts. 

During the 1920’s, a program for state equalization of educational 
opportunity replaced the casual and frequently ill-considered dis- 
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tribution of state school aid/ State participation in education was 
further impelled by the financial diSiculties of many local districts 
during the depression years of the 1930’s. Educators developed a 
new standard for state school support— the state government should 
furnish, or guarantee through state aid, a minimum school program 
m all districts of the state. Local districts should be responsible only 
for supplements over this minimum. 

Response to the appeal for state school funds has been varied. In 
1938 the ratio of state funds to total state and local school revenues 
was 93 per cent in Delaware, 74 per cent in New Mexico, and 71 per 
cent in Notth Carolina. On the other hand, state funds were only 
0.2 per cent of combined school revenues in Colorado and Oregon, 
and 0.9 per cent in Nebraska. 

But even if equalization of educational opportunity were fairly and 
fully accomplished within each state, there would still remain the 
wide variance between states. A recent calculation, presented in 
Table 11, gives New York and Delaware seven times as much eco- 
nomic ability to support education as Mississippi.® Another report 
points out® that a defensible program of education in Mississippi 
would absorb the entire yield of an equitable tax system in that state, 
leavmg nothmg over for other governmental services; in Nevada, on 
the contrary, 17 per cent of the revenue from a tax system with rea- 
sonable rates would support a similar program. Primarily because 
of this disparity in financial capacity, and secondarily because of 
differences in the effort made to support school systems, educational 
accomplishments differ widely from state to state. Mississippi’s 
current school expenditure per pupil attending school in 1938 was 
$21.83; New York spent $140.38. 

Proposals that the federal government “do something” for educa- 
tion have long been rife. When school expenditures were cut 25 per 
cent during the depression of the early 30’s, the movement was fur- 

^ A fuller discussion of the problems of state school aid distribution is presented on 
pp, 737 &. of this volume. 

® John K, and Margaret A Norton,' Wealth, Children and Education (Teachers College 
of Columbia University, New York* 1938)* Ch. V 

^ Paul Mort, federal Support for Public Edu^0Ugn (T©achcr$ College of Columbia 
vcr$it 7 , New York, 1936), p 9, _ 
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ther vitalized. To put the school systems of the poorer states upon 
a parity with those of richer states, it was proposed that the federal 
government provide an annual “equalization fund” of at least $300,- 
000,000 Educators’ associations built up considerable political sym- 


Table 11 

RELATIVE ABILITY, EFFORT, AND ADEQUACY OF SCHOOL 
SUPPORT BY STATES DURING THE 1930’S 

(National average = 1.00) 



MM 


mm 

New York 

2 03 

92 

1 87 

Delaware 

1 99 

71 

1 42 

Rhode Island 

1 56 

88 

1 37 

Nevada 

1 49 

99 

1 47 

Connecticut 

1 48 

84 

1 24 

New Jersey 

1 48 

1 08 

1 60 

Massachusetts 

1 47 

99 

1 45 

New Hampshire 

1 37 

88 

1 20 

California 

1 33 

1 13 

1 50 

Maryland 

1 24 

85 

1 06 

Illinois 

1 15 

96 

1 09 

Pennsylvania 

1 12 

1 05 

1 17 

Ohio 

1 06 

1 06 

1 12 

Iowa 

1,05 

84 

88 

Missouri, 

97 

79 

77 

Minnesota 

96 

1 12 

1 08 

Vermont 

95 

96 

91 

Wyoming 

95 

1 18 

1 12 

Michigan 

93 

1 18 

1 10 

Washington 

92 

1 10 

1 01 

Wisconsin 

92 

1 13 

1 04 

Marne 

91 

85 

78 

Nebraska , 

91 

75 

.68 

Montana ...... 

91 

1 15 

1.05 


State 

Ability 

Effort 

Ade- 

quacy 

Oregon 

85 

88 

74 

Kansas 

81 

88 

72 

Indiana 

81 

1 10 

89 

South Dakota 

79 

1 12 

89 

Colorado 

76 

1 27 

97 

West Virginia 

75 

1 20 

90 

Florida 

74 

1 09 

81 

Texas 

73 

92 

67 

Idaho 

72 

1 16 

84 

Virginia 

68 

81 

55 

North Dakota 

67 

1 08 

72 

Arizona 

65 

1 48 

96 

Oklahoma 

61 

93 

56 

Louisiana 

58 

1 10 

,64 

Utah 

57 

1 47 

84 

Tennessee 

56 

93 

52 

New Mexico 

53 

1 55 

82 

Kentucky 

53 

1 12 

60 

North Carolina 

50 

93 

46 

Georgia 

45 

99 

45 

Arkansas 

43 

86 

37 

South Carolina 

42 

1 10 

46 

Alabama 

38 

1 15 

44 

Mississippi 

31 

1 36 

.42 


From Norton and Norton, Wealth, Children and Educatm, pp. 74*75, 


pathy for their cause. Some $20,000,000 of federal emergency funds 
were used in 1934 and 1935 to maintain hard-pressed rural schools. 
Several bills providing for federal school aid have been introduced in 
Congress. A special advisory committee reported favorably in 1938 
upon the proposal for federal school aid distributed to the states on a 
need basis.^“ Development of the federal defense program has ap- 
parently shelved this project for the time being. 

^®The Advisory Committee on Education, Report (Washington, 1938). 
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Probable trends in public school expenditure 

Although the nation’s school expenditures declined during the 
early 1930’s, the phenomenon was short-lived. Such expenditures 
are again increasmg, and all indications pomt to their continued nse. 

One basic factor in the past growth of school expenditure— a con- 
stant increase in the number of children to be educated — ^will not be 
present in the future. As previously indicated, limited immigration 
and a declinmg birth rate have already halted the growth of the 
country’s child population, and the future trend will probably be 
slightly downward. But, while the number of children of school 
age has been stabilized for the time bemg, the growth of school en- 
rollment may still continue for some time, m spite of the check it 
received durmg the 1930’s. There is reason to believe that instead of 
seeking work after grammar school graduation, more and more chil- 
dren will continue their education into the higher grammar school 
grades, will attend junior and senior high school. What is more, 
wide improvement has still to be made in the material features of the 
school systems of the southern states and other sections where rural 
teaching standards are still pitifully low. Many states have yet to 
achieve school systems satisfactory to critical judgment, and their 
legislatures are continuously pressed for more generous educational 
appropriations. 

Until the past decade, educational progress was most noted in the 
city school systems. Since wealth was concentrated in the cities, and 
they were growmg ever richer, a moderate school tax usually pro- 
vided ample funds to maintain an effective 'city school system and to 
permit its continuous growth and improvement. Neither school at- 
tendance nor taxable ability was concentrated in the countryside, 
and rural schools lagged far behind. Moreover, many rural districts 
were so poverty-stricken that they could not, with their own re- 
sources, ever place their schools upon a par with tirban schools. Im- 
provement of rural education has been the major school problem of 
the past decade. In districts immediately adjoining towns and cities, 
the problem has been solved by abolishing the rural schools and 
transporting the children by motor to the neighboring town and city 
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schools Other local districts too poor to maintain adequate schools 
have been assisted through systems of ‘^equalizing” state aid. Here 
is a field wherem major improvement may be accomplished during 
the coming years, for the small one-teacher school is not only inferior 
m the quality of education that it purveys, but involves excessive unit 
costs. Consolidation of one-room-school districts into larger units 
with provision for pupil transport will continue on a large scale, and 
this reform will have to be supplemented by further extension of 
equalization state aid to the poorer districts. 

EXPENDITURE FOR HIGHWAYS AND ROADS 

America’s highway history falls into three chapters. The first 
chapter, that covering the period of the tollroads or turnpikes, began 
m the 1780’s and ended in the 1840’s. Corporations, chartered by the 
state governments, built roadways to connect leadmg towns, and 
charged tolls for their use. A few tollroads were constructed by 
states, and one — the Cumberland Road — ^by the federal government. 
On these tollroads moved practically all the overland commerce — 
itself small in proportion to waterborne traffic — during the first half 
century of this country’s history. 

Development of the railroads during the 1840’s, added to the de- 
cline in revenues suffered by most of the tollroad companies durmg 
the 1837-1842 depression, ended the tollroad era. Railroads became 
the medium for through overland traffic, and roadways, constructed 
and* maintained almost exclusively by local governmental units, be- 
came simply feeders to railway stations and water ports. Except in 
New England, such roadways were often little more than parallel 
wheel ruts through cleared passageways. Gradmg was rare. Sur- 
facing was practically unknown, except through swamp stretches 
where corduroy log surfacing was employed. 

The third era of our highway history began in the 1890’s. Bicy- 
cling enthusiasts may have started the drive for improved roads, but 
it was the automobile that insured the creation of the public high- 
way. Local governments at first, later the states, and still later the 
federal government, assumed the function of building and maintain- 
ing motor highways. Today over three million miles of public high- 
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ways and roads web the United States, and additions are being made 
continually. One-quarter of this mileage is surfaced with wear- 
resisting media. Thousands of miles of dirt roadways are surfaced 
and paved into highways each year. Paved and unpaved roadways 
are kept in repair. Constructing, surfacing, and paving highways, 
and keeping existing roads m proper repair, cost the state and local 
governments over a billion dollars annually. 

Progress in highway construction 

In 1904 there were slightly over two million miles of roadway in 
the United States, of which 153,530 miles were surfaced. More than 
97 per cent of this surfaced mileage consisted of sand-clay, gravel, 
and water-bound macadam roads — all of them elementary and, from 
present-day viewpoints, unsatisfactory. A surfaced road not only 
makes automobile riding more pleasant and comfortable, but results 
in a distinct saving per car — a savmg on tires, springs, and gasoline. 
As the number of automobiles using arterial highways increased 
from hundreds to thousands, and from thousands to tens of thou- 
sands, the states realized that millions of dollars spent on improving 
highways would save the motorists using the highways even more 
millions. Moreover, through motor* vehicle license charges and 
motor vehicle fuel taxes, the motorists usmg the highways could be 
made to reimburse such expenditures.^’' 

The quarter of a century after 1904 saw the triumph of the auto- 
mobile and with it a revolution in the highway system of the coun- 
try. Total highway mile%e in the United States increased from 
slighdy over two million to more than three million miles between 
1904 and 1925. Within these twenty years, half again as many miles 
of roadway were built as in the whole previous histoty of the coun- 
try, Meanwhile an increasing proportion of the highway mileage 
was improved — straightened, graded, widened, and surfaced — ^to 
render it suitable for heavy motor traf6c. Surfaced highway mileage 
mounted from 153,530 in 1904 to 693,559 in 1930, and to 1,328,000 in 
1940. Whereas surfaced roadways had been but 7 per cent of total 
highway mileage in 1904, they were 24 per cent of the 1930 mileage, 


Sec Ch pp, 573 if> of this yplumc. 
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and 45 per cent of the 1940 mileage. Furthermore, there was steady 
improvement in the quality of the surfaced highways. Mileage of 
roads paved with durable concrete, brick, asphalt, or bituminous con- 
crete more than doubled between 1930 and 1940, and the increase in 
surface-treated mileage during this decade was from 34,000 to 
256,000. 


Table 12 


HIGHWAY MILEAGE IN THE UNITED STATES BY TYPES OF 
CONSTRUCTION, SELECTED YEARS 1904-1940 

(Mileage in thousands) 


Year 

Total 

Surfaced Mileage 

Total 

Sand- 

clay, 

Gravel, 

and 

Water- 

bound 

Mac- 

adam 

Surface- 

treated 

and 

Bitu- 

minous 

Mac- 

adam 

Asphalt 

and 

Bitu- 

minous 

Con- 

crete 

Port- 

land 

Cement 

Con- 

crete 

Brick 

Other 

1904 

2,151 

154 

150 

3 




1 

1909 , 

2,200 

190 

187 

1 




2 

1914 

2,446 

257 

226 

14 

1 

2 

2 

13 

1921 

2,941 

388 

321 

30 

7 

16 

3 

11 

1925 

3,006 

521 

413 

54 

11 

38 

5 

1 

1930 

3,009 

694 

568 

34 

14 

73 

5 

1 

- j 

1940 

2,965 

1,328 

881 

256 


191 



Derived from publications of the United States Bureau of Public Roads 


Choice of road surfacing was at first largely haphazard, but the 
type of construction has gradually been related to the traf&c load. 
When traflBc can be sustained by a gravel surface, the construction of 
a paved road entails an unnecessary outlay of money. When traffic 
requires a paved surface, the construction of a gravel road is false 
economy, both because traffic needs are not met and because heavy 
traffic soon destroys gravel surface. Light parkway surfacmg suit- 
able for passenger vehicles crumbles under the pounding of heavy 
buses and trucks. The eight- and six-lane “superhighways,” four- 
lane highways, three- and two-lane roads constructed today repre- 
sent careful adjustment to motor traffic requirements. 
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Development of highway expenditure 

Local governments bore the entire burden of constructing and 
maintaining public roads during the nineteenth century. They re- 
lied upon statute labor for much of the work mvolved. Instead of 
collectmg taxes, and paying for hired road labor out of this revenue, 
freeholders were called upon to work for a specified number of days 
on the roads of their districts. At the appointed time they brought 
their plows, barrows, scrapers, and rollers, and in leisurely, neigh- 
borly fashion, put their local roads into condition for the season. As 
late as 1889, Kentucky, South Carolina, Georgia, Alabama, Missis- 
sippi, Louisiana, Nebraska, and Utah levied no taxes for road pur- 
poses. By 1904, the construction and maintenance of roads and 
highways was universally being financed either by property taxes 
or by labor obligations payable in cash, but in many cases labor and 
cash were more or less interchangeable. The cheapness of construct- 
ing and maintaining dirt roads, and the continued use of statute 
labor, kept the highway bill of the country at a low figure. It is 
doubtful if the total of all road and highway expenditures exceeded 
$80,000,000 in 1904. 

Highway expenditures mounted rapidly with the building of the 
surfaced roads required by automobile trafi&c. In 1914 the state and 
local governments spent about $240,000,000 on highways. In 1929 
their highway bill approximated $1,800,000,000. During the 1930’s 
it varied between $1,000,000,000 and $1,500,000,000. 

But building arterial primary roads for interurban traffic, a task 
which mvolved expensive gradmg and surfacmg, transcended both 
the duty and capacity of local governments. At first the states be- 
lieved they could solve the problem of constructing and mamtain- 
mg adequate trunk highways by supplying state aid-— supplemenUng 
local highway appropriations by state funds, and permitting local 
units to spend, the combined amount. New Jersey provided a system 
of state road aid m 1891, and Massachusetts did likewise in 1892.^^ 
Even under state aid systems, however, the local construction of 
primary roads led to piecemeal and uncoordinated highway build- 


Fuller considerauon is given to the problem of state road aid on p 735 of this volume. 
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ing. Width, surfacing, and solidity of arterial highways would 
change at each county or town border, with consequent reduction 
of the utility of the highways as media of through travel. The 
state governments themselves then undertook the construction and 
maintenance of arterial highways and mam market roads. Massa- 
chusetts was the first to initiate such a program of state highway ac- 
tivity. With the growth of motor traffic, state highway control spread 
rapidly, and an increasing mileage of roadways was incorporated 
mto the state systems; m 1940 nearly one-seventh of the country’s 
2,965,000 miles of roadway were state highways, and another sub- 
stantial fraction of county roads was state-controlled 

When in 1916 the federal government began to contribute to- 
ward highway construction, it limited its appropriations to the im- 
provement of post roads. Federal highway aid subsequently came 
to be viewed as a major factor in developing a continental system of 
motor highways rather than a minor expenditure to aid the postal 
service. 

In 1904 state contribution to highway construction and mainte- 
nance was negligible; such activity was still almost exclusively a local 
function. By 1921, when comparable statistics are again available, 
the state governments were spending 46 per cent of the $622,000,000 
devoted to highway construction. In 1930 the states spent nearly two 
and a half times as much as the local units on highway construction, 
and, inclusive of state aid, were responsible for 60 per cent of the 
$1,570,000,000 total expenditure on highways and roads. The pro- 
portion of state highway expenditure to the combined state and local 
total in recent years has been close to 65 per cent. 

Probable trends in highway expenditure 

Durmg the quarter century in which the construction and main- 
tenance of roadways changed from a local function to one shared by 
the state and local governments, state highway expenditures in- 
creased much more rapidly than local highway expenditures. But it 
cannot be expected that roadway construction and maintenance will 
evolve into an exclusive state function. Roads serving purely local 
needs should be financed out of local revenues obtained either from 
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general tax revenues or from special assessments on adjoining lano. 
Should a particular road lose its local character by being improved 
and absorbed into the state highway system, its improvement and 
subsequent mamtenance should, of course, be financed out of state 
funds. Such evolution of local mto state roads, with a consequent 
reduction of local highway costs and mcrease of state highway costs, 
is already largely completed. In all but a few states, the roads now 
maintained by local governments will probably contmue to be so 
maintained. 

Except during the war years and the depression years of the early 
1930 ’s, state and local highway expenditure has mcreased steadily. 
The amount of additional mileage surfaced and constructed in- 
creased each year. Highway construction cannot, of course, con- 
tmue forever on an mcreasing scale. Some of the Eastern states, 
which early inaugurated comprehensive programs of highway con- 
struction, have already brought them to completion. While they still 
add to their total highway or improved roadway mileage, such new 
construction is on a declinmg scale. Their major efforts are shifting 
from highway construction to highway maintenance. But many of 
the states, then highway programs still far from completion, are 
bendmg their efforts toward more construction. National defense 
demands may interfere vvith these state highway programs in the 
immediate future. Afterward, there may be a postwar spurt in ' 
highway construction in some states to catch up with delayed pro- 
grams But the long-run tendency for the future would ^pear to be 
a declme in highway construction expenditure. 

Meanwhile, for every surfaced road built, some government is 
committed to a future program of mamtenance and repair. In gen 
eral, the more expensive hard-surfaced roads necessitated by heavy 
automobile traffic cost most to keep in constant repair. Maintenance 
and repair lag several years behmd construction costs, but once they 
begin, they are long-continuing. And as a road grows older, the 
cost of maintaining it mounts, until it becomes more practicable to 
lay a new road than to keep the old one in repair. Clearly, state and 
local expenditures to maintain and repair roads and bridges will 
continue to increase fot a long time to come. 
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SOCIAL WELFARE EXPENDITURE 

Prior to the 1929-1933 recession, “charity” was looked upon as a 
field for tlie exercise of private virtue rather than as a major govern- 
mental function None the less, a growing part of the burden of so- 
cial relief was borne by governmental agencies during the two 
decades preceding the economic collapse of the 1930’s. These earlier 
social welfare expenditures of American governments consisted pri- 
marily of “mdoor relief” of the extreme poor — the provision of 
“poor houses” by local governmental units. Some states authorized 
their local units to provide a limited amount of “outdoor relief” — 
money allowances or grants of food and clothing to needy individ- 
uals or families living m their own homes. These local “relief” ex- 
penditures, however, barely scratched the surface of the social prob- 
lem, even in its milder form during the 1920’s. 

Social welfare expenditures by the state governments was on an 
even more limited scale, and was directed to more specialized objec- 
tives. The states made appropriations for institutional care of “cate- 
gorical” groups, such as the msane, the blmd, the crippled, the deaf 
and dumb, and other defectives. Durmg the 1920’s there was some 
development of state expenditure for mothers’ aid and assistance to 
dependent children, generally m the form of state grants-in-aid. 

Federal contributions to social welfare prior to the 1930’s were m- 
direct. No less than 21 federal departments, offices and bureaus in 
1929 were interested some way or other in the nation’s social work. 
Of these, the Children’s Bureau, created in 1912, was the only one 
engaged exclusively in some field of welfare work. 

Emergency relief, 1930-1935 

The tide of misery diat flowed in the wake of increasing unem- 
ployment after 1929 overwhelmed the private charities and soon out- 
ran the relief capacities of local governmental units hamstrung by 
declining tax collections and weakened credit standing. Public 
opinion swung to the view that the meeting of this social emergency 
was a governmental obligation. New York was the first state to 
adapt itself to the new order. In September 1931 it created a Tern- 
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porary Emergency Relief Administration and granted it an initial 
f20,000,000 to be expended as state aid for unemployment relief. 
New Jersey m October 1931, and Pennsylvania a month later, took 
similar steps. By 1933, more than half of the states were expending 
state funds in substantial amounts on depression relief. 

Pressure for federal relief appropriations began in 1931, and pro- 
duced the provision of the Emergency Relief and Construction Act 
of July 1932 for RFC advances to the states to assist them in furnish- 
ing relief and “work relief.” Pressure for direct relief expenditure 
by the federal government continued as the recession continued, and 
culmmated in the Federal Emergency Relief Act of May 1933, which 
established relief expenditure as a major federal function for the 
next half decade. 

As previously described,^* the federal emergency relief progr am 
embraced two divergent elements — grants-in-aid to state and local 
units for their relief work, and “work relief” appropriations to pro- 
vide temporarily for unemployed “employables.” A tremendous 
and mcreasing burden of emergency relief was still borne by the 
localities and the states. Local relief expenditures were $200,000,000 
in 1933, $250,000,000 in 1935. State relief expenditures were over 
$100,000,000 m 1933, and doubled in the next two years. In all, the 
state and local governments spent $1,200,000,000 on relief during the 
three-year period 1933 through 1935, against the $2,900,000,000 ex- 
pended by the federal government. 

By 1935, the state and local “poor relief” and “categorical relief” 
programs which had carried over from the 1920’s were overshadowed 
by their “emergency relief” expenditures; to a considerable extent, 
indeed, the former had been absorbed in the latter. The emergency 
program was admittedly temporary. But it had made the country 
conscious, as never before, of the social insecurity that forever faced 
, millions bf citizens, and it had won popular acceptance of the view 
that substantial prevention and mitigation of social insecurity are 
proper governmental functions. In 1935 the emergency relief ac- 
tivities of the federal and state governments were largely discon- 


See pp 74-76 of this volume. 
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tinued; a permanent, federal-sponsored “social security” program 
replaced them. 

Social security since 1935 

The Social Security Act of 1935 provided for both prevention and 
mitigation of social insecurity. Its “preventive” features were two— 
the federal old-age ^pension financed by payroll taxes collected from 
employers and employees, and the unemployment insurance sys- 
tems financed by employers’ payroll taxes and administered by the 
states.^*^ The old-age pension system, once it is in full operation and 
maximum pensions are being paid, will eliminate much of the neces- 
sity for providmg state and local relief for the “aged poor.” State 
unemployment insurance systems, similarly, will soften the hard- 
ships resulting from loss of employment and reduce the calls made 
upon local governments for poor relief. 

Mitigation of social insecurity under the Act of 1935 was accom- 
plished by provision for federal grants-in-aid to the states for old-age 
relief not covered by the pension law, for child aid, and for other 
forms of “categorical” relief, provided drat the states themselves 
made suitable provision for these classes of relief. Every state ex- 
cept Virginia had its legislature m session during 1935, and there was 
a spate of law-passing to bring state relief functions into conformity 
with the requirements of the new federal law. Much of this initial 
legislation was ill-considered, and has subsequently been radically 
changed. As amended, the social security laws of the states now pro- 
vide a permanent system of broad relief expenditure.^® 

Probable developments 

High, incredibly high, as current social expenditures appear to 
those whose standards were established in the 1920’s, it is probable 
that this category of governmental expenditure will expand m the 
future. Now that responsibility for social unfortunates has been pop- 
ularly accepted as a governmental function, the' problem arises of the 

Descnbed on pp, 465 and 532 of tins volume 

Described on p 82 of this volume. 

Current state social security cxpcnditujces were discussed on pp 82-83 of this volume 
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standards of the aid to be given. It is not enough to give some aid 
to widows and dependent children, to the aged, and to other cate- 
gories of those who need public assistance, they must be given suffi- 
cient aid. There can be no absolute standards of the sufficiency of 
relief allowances of various sorts, any more than there can be absolute 
standards of provision for public education or for police protection. 
But just as standards for all other public functions have risen with 
the years, so it is certain that there will be continuing pressure in the 
many states and communities whose social welfare programs at 
present are behmd the country’s average to expand these programs. 
The federal defense program imtiated in 1940 may for a while check 
the expansion of social welfare expenditure, both because the eco- 
nomic prosperity which it mduces cuts the need for certain cate- 
gories of relief, and because its claim upon public funds will leave no 
room for expansion of other functions. But unless the defense pro- 
gram works an unforeseen economic and social revolution, this check 
cannot be more than temporary. 

A second reason for expecting that social welfare expenditures will 
increase in the future is the invitation that this function offers to the 
formation of pressure -groups of recipients of the public bounty. Al- 
ready the legions of the aged have been marshaled in support of the 
Townsend Plan and other proposals for expanded pensions for the 
aged; in Colorado, at least, their influence has been strong enough to 
commit the state to an old-age pension program all out of propor- 
tion to the financial resources of the state government. Efforts have 
been made to promote “Widows’ Leagues” in some of the states to 
campaign for larger allowances for widows. A tremendous urge of 
I self-mterest motivates the participants in such pressure groups, yet 
they are able to appeal to legislatures and the vptmg public under the 
holy banner of altruistic ideal. In all probability, these social bene- 
ficiary pressure groups will fall far short of attaining the bounties 
they demand but, equally probably, their efforts will have some in- 
fluence in expanding public relief payndents of various types. 



CHAPTER V 


Economy and Control in Governmental 
Expenditure 

Critics commonly denounce governmental activity as extrava- 
gant, wasteful, honeycombed with graft. It is, of course — ^but so is 
private enterprise. And the planes on which government and pri- 
vate enterprise operate are m many respects so widely separated that 
no standards of comparison are available. 

The nearest we have to an impartial survey of the issue is the re- 
port of a commission of mquiry appointed by the Social Science Re- 
search Council.^ That commission reached the indeterminate con- 
clusion that private business at its best is more efficient than the 
average government, but that government at its best is more efficient 
than the average busmess enterprise. Testimony at many of the 
hearings ran fifty-fifty — ^what private business gains through the 
profit incentive and elasticity it loses through hereditary manage- 
ment, labor difficulties, and outside control. Moreover, “m America, 
governments have, as a rule, undertaken no services except after 
private agencies have proved themselves mcapable or powerless to 
conduct them” — ^in short, until they became nobody’s business. “To 
achieve any measure of success under such conditions is a remark- 
able accomplishment for public management.” 

A noncommittal conclusion that the conduct of' government busi- 
ness is no worse than that of private business is hardly basis for self- 
satisfaction and acquiescence in the status q’Uo Governmental ex- 
travgigance must be held in check. Governmental waste and graft 
must be reduced, even if they cannot be altogether elimmated. 

Tremendous steps have been taken during the past quarter cen- 
tury toward increasing the efficiency of American government. 

1 Social Science Research Council, Commission o£ Inquiry on Public Service Personnel 
Better Government Personnel (McGraw-Hill Book Co, New York, 1935), p. 21. 
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And the accomplishments thus far indicate the direction of future 
improvement. Most promising opportunities for economy and effi- 
ciency m government appear to be: (1) reorganization of govern- 
mental structure to encompass the best distribution of functions be- 
tween state and local units, and to improve the administrative setup 
of individual units; (2) specific admmistrative reforms — central pur- 
chasing, better personnel management, and sounder custody of pub- 
lic funds; (3) improvement of budgetary procedure; (4) central 
supervision or control of local functions and finances; and (5) “pres- 
sure group” organization by taxpayers to cultivate public economy 
and efficiency. 

GOVERNMENTAL REORGANIZATION 

Governments grow like old English houses — a wing added here, 
an extension there, up-to-date plumbmg put into this section, an- 
other shut off and allowed quietly to crumble away. Such growth 
is picturesque rather than efficient, and in government the results 
are overlapping duties, divided responsibility. Eventually, so patent 
does the inefficiency of government operations become that pressure 
for reform overcomes even the inertia of public officials for any form 
of administrative housecleaning, and the admmistrative machmery 
is reorganized. 

Redistribution of functions among governmental units 

Each of the 175,000 governmental units in the United States per- 
forms one or more functions. Any mquiry into governmental effi- 
ciency should begin with the query, “Is the present distribution of 
functions among these governments the most effective and econom- 
ical that could be planned.?” The answer would be “No.” 

Take the case of the town and the township. This unit was de- 
veloped in colonial New England to govern a village and its sur- 
rounding territory, and it served well the rudimentary governmental 
needs of that frontier society. As New Englanders migrated west- 
ward, they carried with them the township government. And so it 
has persisted, in twenty-three states, into the present century. But 
today, outside the New England states, it is an artificial unit, fre- 
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quently without a population center, and fitted for no good govern- 
mental purpose. It is too small for efficient handling of road main- 
tenance, poor relief, and property tax administration — ^functions 
usually assigned to it Its officials usually devote only part-time atten- 
tion to their governmental duties, and the town functions are accom- 
plished in hit-or-miss fashion. Grave inequalities m taxable re- 
sources exist as between small units such as towns, and their services 
and tax rate vary accordingly. In most states, were town functions 
shifted to the counties or to the state government, they would be 
better and much more cheaply admmistered, and their costs would 
be more fairly distributed. 

Is the present setup of school districts the most efficient organiza- 
tion for purveying education ? So deeply rooted is the school district 
in the established pattern of American life, that to some readers 
merely raising this question may savor of heresy. Yet many educa- 
tors are urging planned reorganization and cSnsolidation of the 
school districts in each state, and some would replace the local dis- 
tricts by county school units. With improvement in transportation 
facilities, they argue, the radius of school attendance has far exceeded 
the limits which originally determined the areas of most school dis- 
tricts. In many instances, fewer and larger school units could supply 
better educational facilities and at the same time lower the cost to 
the taxpayers. Not long ago, one authority estimated that the num- 
ber of school districts in the United States could profitably be re- 
duced from 127,000 to 27,000.^ Within two years, as a result of a 
school survey made in 1929-1930, Arkansas eliminated 1216 local 
school districts by consolidation. Eleven states, ten of them in the 
South, where problems of school finance are most pressing, have al- 
ready replaced local school districts with county school units; other 
states have shown interest in the proposal. 

County organization has been much criticized in recent years. 
Through consolidation, small or sparsely settled counties in many 
states could cut their costs*of government substantially, but political 
considerations so far have blocked most efforts toward such consoli- 


2 William G Carr> School Finance (School Economy Series, Publication No 7, Stanford 
University Press, 1933), p 78. 
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dation. The state or special districts, it is argued, could handle much 
lyiore economically traditional county functions like road main- 
tenance, dramage, and poor relief. On the other hand, some new 
activities — the maintenance of airports, the administration of certain 
elements of agricultural aid — ^might be better managed by the coun- 
ties than by the governmental units now carrymg them. 

Special districts of all sorts have been casually and carelessly estab- 
lished to handle particular functions. Too often the motive has been 
avoidance of tax or debt limits which hampered pre-existing gov- 
ernmental units in expanding their activities. Within the area of 
the city of Chicago, twenty-eight overlapping and superimposed dis- 
tricts perform public functions and levy taxes. One authority has 
denounced this Chicago conglomeration as follows: 

This complex of political units under which an attempt is made 
to provide pubhc^ervices involves every conceivable type of waste. 

The duplication of services which is obviously involved is less 
serious than the inability properly to perform certain functions or 
to determine what services are wanted or which should be pro- 
vided. The maintenance of uniform, standardized or coordinated 
service is impossible. Some areas are occupied by so many politi- 
cal units that the services can not be properly dovetailed; others 
have so few people that it is a form of economic folly for them to 
mamtain separate or mdependent units of government, some 
have such small territorial dimensions that they should certainly 
be attached to other units. The lack of size or population in 
many subdivisions prevents efficient management, renders impos- 
sible the economical expenditure of funds or the wise acquisition 
of pubhc property, makes difficult the employment of competent 
personnel, aggravates the problem of adequate financing and im- 
pedes the coordination of services in a single territory. On the 
other hand, the multiplicity of territorial units tends to mcrease . 
the number and variety of political party organizations, spoils, 
jobs, and graft, especially j£ the many territorial units are supple- 
mented by overlapping and duphcating functional Or ad hoc 
* agencies. This condition not only increases waste by the loss 
through duplication of services, personnel, equipment and public 
property, but prevents coordinated planning, the establishment of 
accepted standards of service, and the proper apportionment, con- 
trol and budgeting of public funds. It maximizes political irre- 
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sponsibility, makes it impossible for the electorate wisely to select 
Its officials, contributing in every possible way to the development 
of machine-controlled politics, corruption, and inefficiency.® 

Tempered slightly, this condemnation could apply to special dis- 
trict setups in many parts of the country. 

The framevsiork of our state and local governmental system was 
not planned It just grew. Because of this planlessness, millions of 
dollars — literally — of public funds are wasted every year. But no 
single formula— *a general shifting of town and village functions to 
counties, a transfer of county and other local functions to the state, 
a uniform creation of special districts of one type or another — ^will 
cure the evil. In most cases, further centralization of activities and 
responsibilities is indicated, in spite of the plea for “local home rule” 
made by the vested interests of local misrule, but centralization alone 
IS not a panacea. For every state, and possibly for the individual 
regions within the states, the governmental units best fitted to ad- 
minister the functions in question must be determined separately on 
the basis of public services rendered, area and population to be 
served, and taxable resources.* 

Although to determme what organization of governmental units 
will handle public functions most efficiently is a supremely difficult 
undertaking, it is frequently only a minor first step toward, effect- 
ing reform. Political parties and individual officeholders who feel 
that they have a vested mterest in the current political structure, will 
oppose reorganization with all the influence at then command. And 
in public inertia and indifference to the drab appeal of economy or 
efficiency, they have a powerful ally. A sweeping plan for the gen- 
eral reorganization of local government in any state would prick so 
many private interests and rouse so many personal enemies that de- 
spite, or more probably, because of its merits, it would certainly be 
defeated ifi the legislature or at the polls. Authorities experienced 

® Simeon Lcland, “Waste through Multiplicity of Goyernmentai Units,” National Tax 
Association Bulletin, Vol. XII, 1937,' pp 163-164. 

^ On some of the problems to be considered, see Harley L. Lutz, “Reallocation of Func 
tional Responsibilities and Reorganization of Governmental Structure as Measures for Secur 
in^ Greater Economy in Local Government,” in Cwrent Btoblcms tn Public Finance (Com^ 
mcrce Clearing House, Chicago, 1933), pp* 81 ff. 
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m piloting governmental reform measures advise a “go slow” policy. 
Proponents of reform, their ultimate goal clearly in mind, should 
accomplish their program piecemeal — one part this year, one part 
next — choosing the most favorable course of campaign and keeping 
their enemies well divided. 

Administrative reorganization of state government 
State governmental functions changed little during the nine- 
teenth century, and the machinery of state government which had 
been adequate at the beginnmg of the century was still elfective at its 
close. But the expansion of state activities and functions, which be- 
gan at the turn of the century and has smce continued without in- 
terruption, stramed the antiquated state administrative organization. 
Pressure for admmistrative reorganization m the interest of greater 
efficiency and economy grew more mtense. In Illinois this move- 
ment culminated in the “civil administrative code” of 1917 The 
Illinois reorganization proved to be but the first of a long series. 
In all, twenty-three states have cleaned administrative house in the 
past quarter century, 

A nationally recognized authority has stated the principles and 
aims of state administrative reorganization to be: 

1 Functional departmentalization of administrative 
agencies. All offices, boards, commissions, and agencies of the 
state government should be consohdated and integrated in a few 
orderly departments. Each department should comprehend some 
major function of the government— finance, agriculture, public 
welfare, or public works. The number 'and character of the de- 
partments should be determined by the conditions within the state 
government and the scope of its existing activities. However, the 
total number of departments m any state government ought not 
to exceed twelve or fifteen. Closely related work within each 
department should be grouped under appropriate bureaus and 
divisions 

2 Fixed and definite lines of responsibility for all depart- 
mental work. Each department should be headed by a single 
officer appointed and removable by the governor This arrange- 
ment places the responsibility for the administrative work of the 
government beyond question, and makes the governor in fact, as 
well as in theory, the responsible chief executive of the state. The 
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department heads should constitute a cabinet to advise with the 
governor in matters of administration and to assist him in budget- 
ing. Responsibility for the work of each bureau or division 
should be placed on a single officer directly accountable to the 
head of the department. The bureau heads should, as a general 
rule, be appointed by the department heads under whom they 
work. 

3. Proper coordination of the terms of office of adminis- 
trative officials. The governor’s term of office should be at least 
four years; those of the department heads, if they are to be 
definitely fixed, should be carefully adjusted with reference to 
that of the governor. Department heads should not have terms 
longer than that of the governor. It seems preferable to have 
them serve at the governor’s pleasure. This exception may be 
made, however members of boards performing quasi-legislative, 
quasi'] udicial, mspectional, or advisory functions either under 
departments or otherwise may be appointed for terms longer than 
that of the governor. 

4 Boards are undesirable as purely administrative 
agencies. In this capacity, boards are generally found inefficient 
owing to division of powers and absence of initiative and respon- 
sibility, Ex officio boards are almost never effective Whenever 
there are quasi-legislative, quasi-judicial, advisory, or mspectional 
functions within a department, a board may with advantage be 
attached to the department to perform such functions ® 

To these four fundamentals of state administrative reorganization 
might be added a fifth—the strengthenmg of executive responsibility 
and control over state finances through the creation of a staff agency 
— a budget director^ a ^^board of control,” or an economy and effi- 
ciency commission.” Such an agency, besides preparing the state 
budget, may exercise some control over the fiscal procedure of the 
other state departments to ensure more effective execution of the 
budget.^ 

The twenty-six state reorganizations so far effected have not all 
followed the principles indicated above. Where the reorganization 

5 Arthu7 E Buch Administrative Consoltdatton in State Governments (National Munic- 
ipal League Technical Pamphlet No 4, New York, 1928), pp. 5, 6, essentially the same 
statement of objectives is made, though in a less quotable form, m the same authors 
Reorgamzauon of State Governments tn the Vmted States (Columbia University Press, New 

York, 1938). 

6 See pp 142 5. of this volume. 
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was accomplished by constitutional amendment, so that it could ex- 
tend to the entire structure of state government, as in New York and 
Virginia, a well-mtegrated structure of government was established 
with responsibility centering upon the governor. Some of the statu- 
tory reorganizations, able to touch only partially the prerogatives of 
constitutionally elected admmistrative ofiEcials, could accomplish 
only a partial integration of organization and responsibilities; the 
reorganizations in Illinois, California, Idaho, Kentucky, Ohio, Penn- 
sylvania, Rhode Island, and Washington fall into this category. 
A still lower form of statutory reorganization is found in Colorado 
and Indiana, where the elected administrative ofl&cials remain co- 
executives, though of mferior grade, with the governor, with inde- 
pendent and uncoordinated admmistrative departments under them. 
In several states — Connecticut, Maine, North Carolma, South Da- 
kota, and Wisconsin — statutory reorganization went no further 
than centralizing such fiscal procedures as budgeting, general ac- 
counting, expenditure control, centralized purchasmg, and some- 
times personnel supervision under the governor. 

Results of reorganization of state government are not always easy 
to ascertain, smee resultmg economics depend to a considerable ex- 
tent on the attitude of the succeeding administration. But such an- 
alyses as have been made indicate that each of these reorganizations 
has saved the taxpayers of the state involved sums running from hun- 
dreds of thousands of dollars to millions of dollars a year.’^ 

Administrative reorganization of local government 

In the field of municipal government, the reform movement has 
taken the form of a campaign to substitute the commission and city- 
manager types of city government for the mayor-council type. 

Characteristic of the commission form of city government is the 
commission of three, five, or seven men, which exercises both the 
legislative functions of the city council and the executive and ad- 
mipistrative functions of the city mayor, thus abandoning the tradi- 
tional idea of the separation of legislative and executive powers. 
The separately elected mayor either disappears as a city official, or 
becomes a njere figurehead— the representative of the city as a cor- 

^ Bude, Jteorganizathn of State Oovemments, pp, 33-37, 
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porate entity. Often, a member of the city commission itself is dele- 
gated to assume the representative functions of the mayor’s office. 
Occasionally, a city commission acting as a board performs the ad- 
ministrative functions otherwise exercised by the mayor. More fre- 
quently they are parceled out among the commissioners, and each 
thereby becomes more or less of an independent administrative offi- 
cial. 

Commission government was first tried in Galveston, Texas, fol- 
lowing a severe flood in 1901, as a sort of municipal dictatorship to 
tide the city over the period of distress. So successful did the experi- 
ment prove, that Galveston retained this form of government, and 
other cities copied it. But the absence of a central executive and 
administrative authority was a serious weakness, and from 1915 on, 
the popularity of the pure commission form of city government de- 
clined. 

Centralization of all administrative functions of city government 
in a salaried city manager is the essence of the city-manager plan 
first proposed by the National Municipal League in 1895, and first 
applied m Staunton, Virginia, in 1908. As of 1941, 517 American 
cities had “manager” government. A city manager is employed to 
take over the administrative functions of the mayor in a mayor- 
council city. Shorn of its executive and admmistrative importance, 
the office of mayor shrinks to a mere representative dignity. The 
office of city manager, however, is usually combined with the coun- 
cil form of city government, and frequently with the commission 
form. Sometimes the commission itself is divorced of all adminis- 
trative authority and becomes merely a small legislative chamber. 
More frequently, the members of the commission remain the execu- 
tive heads of the various city departments, and are subject to the 
central administrative control of the city manager. 

Under the city-manager plan of government, administrative re- 
sponsibility can be centralized to the point of utmost practicality, 
and the injection of politics into administration is minimized. A 
trained executive, hired for his ability, rather than elected for politi- 
cal considerations, manages the affairs of city government. Relatively 
permanent tenure, more conducive to efficiency and effective man- 
agement than the periodic rotations of elected officials, is assured to 
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the administrative head of the government. By this time, the con- 
tmued operation of the system in many small and medium-sized 
cities has given their managers suflScient training to handle compe- 
tently the affairs of cities of any size. 



From Ridley and NolUngt *‘The CUy-Manager Profession'' 

University <?/ Chicago Press^ IQ34 

CHART V SHOWING THE RELATION BETWEEN THE VOTERS, COUNCIL, 
CITY MANAGER, AND ADMINISTRATIVE PERSONNEL 

Administrative reorganization of other units of local government 
must, m most cases, wait upon the consolidation and reshiftmg of 
their functions discussed previously. In some of the more populous 
counties, however, the governments are enterprises of such magni- 
tude that, irrespective of other reforms, they demand the best pos- 
sible admmistrative structure. “Manager” government is applicable 
to counties where wealth and population are concentrated. To date, 
however, only six of the country’s counties have adopted this reform. 

Financial organization 

Every inquiry into local finances uncovers cases of treasurers or 
other financial officials of small governmental units who “keep their 
accounts in their heads,” or “put receipts into one pocket and pay 
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bills out of the other, and keep track of things that way.” Such 
rudimentary financial management may be as effective as any other, 
if the amounts involved are small and the man is honest and not too 
stupid. But for any unit spending more than a few thousand dol- 
lars a year, such hit-or-miss methods would obviously result in hope- 
lessly tangled finances. 

Experience has established the principle that separate units must 
be responsible for the collection of funds, for the custody of funds, 
for payments on government account, for budgetary procedure, and 
for checking governmental payments. These may be set up as sepa- 
rate bureaus within a department, or as separate departments withm 
the general governmental organization. The federal government 
and most of the state and large city governments have adopted this 
element of financial management. Tax collection is one of the 
functions of a “revenue bureau,” or a “tax commission,” or a “divi- 
sion of taxes and revenue.” Funds so collected are received by a 
“treasurer” who is responsible for their custody, and makes pay- 
ments from them; usually he is also responsible for the issue of bonds 
and all debt service payments. A “budget bureau” formulates the 
budget. And a “comptroller,” “auditor,” or “accounting office,” 
among other functions, checks expenditure warrants and supervises 
the accounting procedure of all governmental departments. Coun- 
ties, towns, small municipalities, and special districts, however, still 
loosely intermmgle the four functions and the offices responsible for 
them. 

Of itself, the creation of separate administrative units for the four 
functions is but an initial step toward efficient financial manage- 
ment. To the department or division primarily associated with each 
function must be assigned all the elements of that function. Despite 
the existence of “tax commissions,” tax collection is still uncentral- 
ized in many states— gasoline taxes and auto license charges are col- 
lected by the highway department, corporation taxes by the secre- 
tary of state, bank taxes by the banking commission, and so forth- 
with consequent unevenness of fiscal administration. One reason 
for the long-standmg abuses in property tax administration in Chi- 
cago was the mutually independent status of the Board of Assessors 
and the Board of Review. When separate or supplementary depart- 
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ments each maintain bank balances, the city’s total operating balance 
must perforce be larger than if all funds are consolidated and han- 
dled jomtly through a smgle “treasurer’s”' oflBce. Responsibility for 
all phases of revenue collection, for the handling of all public funds, 
for the entire budgetary process, and, within limitations, for audit- 
mg and accountmg control, should in each case be unified and 
lodged in an appropriate official. 

Officials charged with financial functions are too often burdened 
with supplementary unrelated activities, or, worse still, a major finan- 
cial function is attached as a supplementary responsibility to some 
other office. A sparsely settled county may be excused for combin- 
ing the offices of sheriff and tax-collector, or treasurer and road com- 
missioner, but what justification can be offered for the federal gov- 
ernment’s assignment of public health functions to the Treasury 
Department ? For some governmental units, budget making is still 
an ex officio function of officials charged primarily with other func- 
tions. Sound financial management requires a strict separation of 
each of the financial functions from other governmental activities. 

Most authorities recommend that the financial functions of a state 
or municipal government be assigned to bureaus unified under a 
single “Department of Finance,” rather than be divided among in- 
dependent governmental departments. But the official responsible 
for the final budgetary “post-audit” ® should under any circum- 
stances be mdependent from the other financial offices, and free 
from executive control. His responsibility is to the legislature. Al- 
though some authorities .advocate general unification of financial 
functions, they recommend a separate organization for tax admin- 
istration so that this function will be given the consideration it de- 
serves. Some administrators and writers also argue for the main- 
tenance of an independent budget agency answerable only to the 
executive. The current tendency, however, seems to be in the direc- 
tion of centralizmg financial functions. In the past two decades, 
administrative reorganizations of state and city governments have, 
with increasing frequency, included the grouping of financial func- 
tions under a single Department of Finance. 


Se* p 157 o£ tills volume. 
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Should financial officials — tax commissioners, treasurers, comp- 
trollers, auditors, budget directors— be appointed or elected ? Critical 
opinion would seem to be ovcrwhelmmgly in favor of appointment 
for financial officers, with the possible exception of comptrollers and 
auditors. Voters cannot judge the technical fitness of candidates for 
such positions. To make these offices the footballs of politics is to 
throw wide the door to every possible form of corruption and mis- 
management. The election of comptrollers and auditors is advo- 
cated on the ground that smee these officials must check upon the 
activities of all other administrative divisions, they must be inde- 
pendent of executive pressure. But, with the present state and mu- 
nicipal electoral machmery, the election of such officials usually 
means their control by a party machine. In the choice between the 
two evils, most commentators agree that open executive responsi- 
bility for comptrollers is preferable to a concealed responsibility to 
party machines. To preserve the mdependence of the auditor, or 
other official who makes the final post-audit of expenditures, his 
term of office may be longer than that of the appointing executive, 
or his appointment may be vested in a legislative committee. Two- 
thirds of the states have provided for an independent audit of local 
government accounts by making it a state function. 

CENTRALIZED PURCHASING 

When the hundreds of bureaus and offices of a large government 
buy their supplies separately, each must purchase at retail. Supervi- 
sion of multitudes of small-lot purchases is difficult, and the possi- 
bilities of petty graft pile up endlessly. Were all supplies purchased 
through a single agency and then distributed to the individual bu- 
reaus and offices according to their needs, not only could the central 
purchasing agency effect economies by buying at wholesale, but 
official graft would be more difficult to perpetrate. Central pur- 
chasing has been one of the reforms usually associated with admin- 
istrative reorganization of state and local governments. 

The advantages of centralized purchasing may be summarized as 
follows: 
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(1) standardization o£ materials and supplies makes consump- 
tion economies possible; 

(2) purchase by wholesale lots results in lower unit costs and 
better delivery service; 

(3) discounts can be obtained for prompt payment; 

(4) centralized supervision over deliveries, storage, and dis- 
tribution of stock, and over interdepartmental transfers and sales, 

IS facihtated; 

(5) overhead governmental costs are cut by reducing the per- 
sonnel engaged m purchasing activities; 

(6) a full-time purchasing staff leads to improved buying 
technique and tends to eliminate graft and favoritism, 

(7) accounting control over expenditures can be much closer; 

(8) the volume of “paper work” — checking and accounting — 
is reduced; 

(9) the vendors’ problems are simplified by centering solicita- 
tion on a single purchasing office, reducing the number of orders 
and deliveries, and reducing the number of government ac- 
counts.® 

* But careless development of a centralized governmental purchas- 
ing agency may result m some disadvantages. Overstandardization 
may lead to the purchase of qualities unsuited to the needs of the 
agencies which are intended to use them. The latter agencies may 
be delayed in obtaining the materials they actually need. To get a 
bargain price, central purchasmg departments are sometimes in- 
duced to purchase larger stocks of particular materials than are really 
necessary All m all, however, these potential abuses fall far short 
of offsetting the definite advantages listed above. 

Principles of effective centrahzed purchasing derive not from gov- 
ernmental theory but from business management practices. A cen- 
tral purchasing oflEcer for a city, like the purchasing department of 
any large busmess enterprise, has a double task to perform. First, 
it must organize the purchase requirements of all the various city 
departments into a coordinated system. Prior to centralization 
of the purchasing function, each department either set up its own 
particular specifications and standards, or bought casually what the 
market readily offered of the items it needed. Often enough there 


®Sec Rywell Forbc5> Governmental Purchasing (Htrpcr & Bros^ New York, 1929), 



ECONOMY AND CONTROL IN EXPENDITURE 


121 


was no sound reason for the variations in specifications established 
by different administrative departments; these differences in many 
cases started sometime in the past because of accidental preferences 
of individual department heads. For effective mass buying, these 
variations should be eliminated as much as possible, and uniformity 
in standards and specifications as between departmental require- 
ments be established as far as practicable. An overzealous purchas- 
ing ofiBcer could overdo the factor of uniformity in purchasing re- 
quirements and sacrifice the advantages of the special adaptation of 
particular supplies to the needs of a particular department. But 
within the limits of reason, there is a great opportunity for a pur- 
chasing officer to educate the other departments of a government 
to the use of alternative specifications and standards that will permit 
massing of buying orders with no loss of efficiency and convenience. 
Often enough, a purchasing officer is able to discover supplies and 
materials superior to those previously purchased by individual de- 
partments. Throughout this procedure of coordinating buying re- 
quirements of the various administrative departments, the purchas- 
mg officer should act through cooperation and conference, rather 
than exercise arbitrarily any official authority bestowed upon his 
office by statute. 

The second task is to establish and operate a routine buying pro- 
cedure. Such procedure for a centralized purchasing department is 
dictated partly by established business purchasing practice, partly 
by statute. As in any business organization,, the administrative de- 
partments must send requisitions for needed supplies through to the 
purchasing department. The one special governmental feature of 
these requisitions is that the amounts involved are determmed, some- 
times specifically, sometimes as to total, by statutory budgetary al- 
lowance. Either they must be checked by the comptroller’s office to 
determine whether they are within budgetary authorization, or the 
purchasing department must itself undertake such pre-audit. 

Like any business purchasing department, the purchasing officer 
of a governmental unit must explore all markets for the items he is 
buying, maintain sellers’ files, collect catalogues, follow price and 
market trends. He is usually not free, however, like the purchasing 
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manager of a private business enterprise, to place his orders with the 
particular sellers who offer the best combinations of terms and spe- 
cial services, to arrange either to concentrate his orders with a single 
seller to obtain some preferential agreement, or to spread his orders 
around the market m such a way that the stoppage of any one source 
of supplies will not jeopardize his general purchasing program. 
Governmental buying departments are usually limited in their plac- 
ing of orders by a statutory requirement that their orders must be 
advertised and placed with the lowest bidder who can meet specified 
requirements as to delivery bonds, labor conditions, and other de- 
tails. The purpose of such laws is to eliminate the graft that used to 
permeate departmental buying, and to prevent departmental buyers 
from involving themselves in difficulties through their own ineffi- 
ciency or shortsightedness. With the greater responsibility and 
higher purchasmg efficiency achieved through centralized purchas- 
mg departments, many authorities believe that these old restrictions 
should be relaxed, and that a centralized purchasing official should 
have the same freedom of action as the purchasing manager of any 
large corporation. 

Centralized governmental purchasing in the United States is essen- 
tially a development of the twentieth century. The initial experi- 
ment was made by Arizona m 1895, when a Board of Control was 
empowered to purchase for state penal and charitable institutions. 
Utah gave a Board of Examiners limited purchasing functions in 
1896, Iowa copied the Arizona arrangement in 1897, and Texas pro- 
vided a purchasing agent for the state eleemosynary mstitutions in 
1899. No other state attempted the reform until 1910. In that year, 
the Oklahoma State Board of Affairs was authorized to purchase for 
all the state departments and mstitutions. Central agencies now 
purchase either for state departments, or for state institutions, or for 
both, in all but eight states. Half these states have a board whose 
members are appointed by the governor or serve ex officio. Purchas- 
ing activities of the remaining state governments are centralized 
either in a separate state department or in a bureau of the state 
finance department. 

Centralized purchasing has not yet been installed for the federal 
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government. An interdepartmental general supply committee estab- 
lished in 1909 prepared schedules of prices for supplies purchased 
by two or more departments, but did not itself make purchases. A 
federal purchasing board, organized in 1921 to study the problem of 
centralized purchasing, recommended intradepartmental centraliza- 
tion of purchasing, and in recent years, some progress has been made 
along these Imes. 

Among local governments, the movement for centralized pur- 
chasing has made considerable headway. Over two hundred cities 
and some one hundred counties purchase their supplies through cen- 
tral agencies. In New York City, the central purchasing depart- 
ment established in 1934 was put under the direction of Russell 
Forbes, the country’s outstanding authority on the subject. 

Two recent developments tliat have the hearty support of students 
of municipal administration are the development of purchasing by 
a state purchasing department for the smaller local governments of 
the state, and cooperative central purchasing by municipalities 
through their state municipal leagues. 

PERSONNEL MANAGEMENT 

Ultimate determinant of the character and efficiency of govern- 
ment activity is the caliber of the 5,333,000 individuals who perform 
public services. Able men will accomplish results under any gov- 
ernmental setup. And the most thoroughgoing administrative re- 
organization is of no avail if the officeholders and employees are 
knaves and fools. Fully aware of this pomt, the champions of effi- 
cient government have made improvement in the management of 
personnel part of their program of reform. 

A first point of attack is the election of administrative officials. 
When state treasurers, city commissioners of sanitation, county su- 
perintendents of the poor, or township tax assessors are elected 
by popular vote, the corps of public officials is made up primarily 
of politicians and vote getters. By the law of probability, some of 
them will also be good administrators. But their ability m the 
offices to which they are elected is mcidental. Once in office, they 
must devote their time and attention to maintaining political foot- 
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holds and preparing for subsequent elections; their official duties 
are all too likely to be neglected or referred to subordinates. More 
over, they are responsible not to the chief executive, but to the po- 
litical machine which backed their nomination and election — and 
which will determine their future careers. 

The cure for this evil is the “short ballot” Only policy-deter- 
mining representatives — the members of the legislative body and 
the chief executive— should be elected. Admmistrative officials 
should be' appointed by the chief executive, and be directly and 
solely responsible to him. Although internal reorganizations of 
state and city governments during the past two decades have usu- 
ally embraced this element of reform, scores of thousands of elective 
offices have still to be made appointive. But the transformation will 
be difficult. It will be under attack not only from the political 
machmes whose control of state and local government is endan- 
gered, but also from an electorate mduced to see the reform as an 
attack on democratic prmciples. 

A distinction must be drawn between policy-determining officials 
and the subordinate employees who perform the routine of the gov- 
ernmental functions to which political policy applies The former, 
as mdicated, should be appointed by the chief executive and be 
responsible to him. It is highly desirable that they understand the 
functions they are to supervise, but they need not be technical ex- 
perts m their fields; the efficiency of their departments, in the long 
run, will depend upon the technical subordinates rather than upon 
the department heads. According to the executive ability displayed 
by department heads, their departments may be improved along 
organizational lines, or be allowed to contmue m the grooves estab- 
lished by predecessors and by the routine of the subordinate staff. 
But, for the most part, the important relation of an appointed de- 
partment head is with his executive and the electorate that his 
executive represents, rather than with the department he supervises. 

The case is far different with.subordmate departmental officials 
and the rank and file of government employees. Their function is 
not to develop policy but to accomplish work. Their qualifications 
should all relate to ability in their positions, and they 'should con- 
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tinue in their positions so that they can acquire the efficiency that 
comes with continued experience. To apply to these subordinate 
officials and employees the Jacksonian principle, “To the victor be- 
long the spoils,” to make appointment to these positions the reward 
of political affiliation, will produce a government personnel whose 
major qualification is political facility. Uncertain tenure of office 
will kill any incentive towards efficient service that might exist. 

A “merit system” for die selection and promotion of public em- 
ployees, and centralization of governmental personnel management, 
are prime requisites for the efficient conduct of modern govern- 



CHART VI FEDERAL EMPLOYEES UNDER CIVIL SERVICE, 1910-1940 

mental functions. Proposals for “civil service reform in the federal 
field date back to the Whig opponents of President Jackson, but the 
movement made little headway for a half century. Spurred by the 
assassination of President Garfield by a disappomted office seeker, 
Congress passed the Pendleton Act in 1883, which provided for a 
Civil Service Commission to supervise the selection of certain classes 
of federal employees. Occasional enlargements of the scope of fed- 
eral civil service were thereafter made by presidential order. By 
1932, however, before the creation of the “recovery” agencies, less 
t Jiqn half of the federal employees had “civil service” status. For a 
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while thereafter it seemed as though the merit system was losing 
ground in the federal service, as scores of thousands of employees 
were hired by the various federal “recovery” agencies without re- 
gard to “merit” principles. An executive order of June 24, 1938, 
however, extended “civil service” standing to all non-policy-making 
federal offices not specifically exempted by law. As of 1941, 1,370,- 
000 of the federal government’s 2,108,000 employees were under 
civil service. 

State civil service reform started immediately after the passing of 
the Pendleton Act. New York State took the first step in the same 
year, and applied the idea to twenty-three cities in 1884. Massachu- 
setts took similar action in 1884. But thereafter, until 1937, only 
eight other states adopted merit systems, and in one of these the 
law remained a dead letter because of lack of appropriations. In 
1937 public pressure forced civil service laws in five other states; 
four new civil service laws and one repeal were reported for 1939; 
and one more state undertook the reform m 1940^® As of 1940, 
nearly 700 municipalities, 175 counties, and 5 special districts were 
operating under some form of merit system for all or part of their 
services. Generally, however, the patronage system is still en- 
trenched in municipal and other local government. The most 
hopeful sign is that unions and state organizations of state and local 
-employees already under civil service have constituted themselves 
“pressure groups” for promoting wider extension of the system in 
their states. 

Administration of local “merit” personnel management has taken 
two forms. In Massachusetts and New Jersey, for example, a single 
state agency serves all cities in the state; such service is compulsory 
in the former state, on a voluntary basis m the latter. In New York, 
Ohio, and most other states with local civil service development, 
each city has its own agency. Most of these local avil service boards 

But there are still too many cases like that of Missouri Two years after a change 
of party control in that state in 1932, the State Auditor’s office had replaced 55 ©£ 56 
employees, the Secretary of State had replaced 147 of 148, while the Treasurer, the At- 
torney General, the A.d]Utant General, the Department of Labor Inspection, the Building 
and iLoan Bureau, and oihei state agencies had made clean sweeps — Leomtid D White, 
Introduction to the Study oj fuhltc Administration (The Macmillan Co , New York, 1939), 
pp 284^285 
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consist of three or more members whose terms overlap, and who 
are removable only for cause. This has proved the best arrange- 
ment in cities where the spoils motive is still strong. City-manager 
cities find most effective a personnel director immediately respon- 
sible to the manager 

But organized “civil service” supervision of government employ- 
ees is not the only possibility of personnel control. In most states 
particular groups of local employees are subject to some degree of 
control by various state departments— education, highways, health, 
and welfare, for example. The most notable example is the settmg 
of minimum standards for teaching positions or certifying to the 
eligibility of teachers by state school departments. Similar tech- 
niques, including the settmg of job specifications, are spreading to 
other departments. In a growmg number of instances, state depart- 
ments charge themselves with training local employees m their spe- 
cial fields. 

The usual functions of a government personnel board or director 
are: (1) makmg job analyses, consequently classifying positions 
according to duties and employee requirements, and recommending 
correspondmg rates of pay; (2) testing qualifications of applicants 
for employment; (3) establishing standard practices m regard to 
transfers, promotion, hours, vacations, sick leaves, and the like; (4) 
preparing, installing, and supervising systems of service ratmgs for 
promotion; (5) regulating layoff and re-employment; and (6) pass- 
ing on cases of discipline and dismissal. No recondite elements of 
governmental theory are involved in these procedures; they parallel 
exactly the functions of any progressive business presoxmel depart- 
ment. An ample literature on the subject exists, not m books on 
government but in the manuals on business management. So far 
government personnel practice has lagged behmd that of the more 
progressive busmess corporations. Civil service examinations given 
by many states and municipalities, for example, test the applicants’ 
general information, but hardly their qualifications and training for 
the particular jobs they are to fill. Likewise, wide disparities in pay 
often exist between similar positions in the different departments 
of a state or city organization. Employee rating systems are rarely 
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satisfactory, and all too often promotion is based almost exclusively 
on seniority, thereby carrying much “dead wood” into the higher 
administrative ranks and killing all mcentive for superior effort and 
accomplishment. 

CUSTODY OF PUBLIC FUNDS 

Every government has an officer — a “treasurer” — ^responsible for 
the receipt, safekeepmg, and payment of its funds. But both the 
legislator and the fiscal scholar frequently overlook the important 
problem of what disposition this official shall make of balances on 
hand. By allowing treasurers considerable discretion in placing 
public funds pendmg disbursement, wide avenues may be opened 
for embezzlement, mismanagement, and graft. Statutory provision 
must be made for the custody of all government funds from the 
time of their receipt until their disbursement. Legislative enact- 
ment may provide for the deposit of such funds in an independent 
treasury, in a government bank, or m commercial banks. 

Custody of federal funds 

While the Treasury Act of 1789 provided that federal funds be 
kept in a federal treasury, it did not specifically create such an in- 
stitution. From 1791 to 1811, and from 1816 to 1833, federal funds 
were deposited in government banks — ^the First Bank of the United 
States and the Second Bank of the United States. A series of pri- 
vate banks, the “pet” banks, were entrusted with federal funds 
between 1811 and 1816, and agam from 1833 to 1846. When these 
banks suspended specie payments during the War of 1812 and 
again durmg the depression of 1837-42, the federal government was 
seriously inconvenienced and suffered some loss. 

An “mdependent treasury” system was established in 1840, re- 
established in 1846, and lasted, nominally, for seventy-five years. 
Until the Civil War, federal balances, in currency form, were kept 
in the treasury vaults in Washington and in subtreasuries estab- 
lished in leading commercial cities. Federal funds were safe from 
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bank failure, but in periods of recurring federal surpluses their ac- 
cumulation threatened to deplete the country’s supply of circulating 
currency. 

With the establishment of the national banking system in 1863, 
a new class of government depositories was created. While the 
national banks were not government banks, they were subject to 
considerable federal control. In time, federal funds flowed freely 
between the “independent treasury” and the national banks as oc- 
casion and convenience demanded. When the federal reserve bank- 
ing system was created in 1913, national banks and the federal 
treasury were expected to be replaced as depositories by the federal 
reserve banks, though the act specifically provided that commercial 
banks belonging to the system could be so used. The system of 
federal subtreasuries was actually abolished in 1921, but the federal 
treasury’s heavy dependence on commercial banks in floatmg war 
loans forestalled any complete diversion of federal funds to the 
reserve banks. 

Since World War I, the federal government has maintained only 
a fraction of its current balance on deposit with federal reserve banks 
— on June 30, 1940, the amount was $254,000,000 out of $1,147,- 
000,000. Instead, over a thousand national and state banks, located 
at points where they facilitate the transaction of essential govern- 
ment business, have been designated general and limited deposi- 
tories. There exists also a supplementary system of “special dcposi 
tories” composed of those banks which have subscribed for federal 
debt issues, and have credited the purchase price to the government 
as a deposit subject to withdrawal for current expenditures. On 
June 30, 1940, there were over 2000 such special depositories; the 
total of their federal deposits was $805,000,000. 

Custody of state and local funds 

State and local current balances aggregate between $1,250,000,000 
and $2,000,000,000. Their custody is obviously an important item 
of financial management. 

Occasionally, independent treasuries and state-operated banks 
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have been established as depositories of state funds, but they have 
never lasted for any long period. No state now maintains an inde- 
pendent treasury, and only Delaware and North Dakota deposit 
their funds in state-owned banks. All other states place their bal- 
ances in commercial banks. 

Because banks used as state depositories have often failed, and 
because state treasurers frequently used their power to designate 
state depositories as a means to get rich commissions from the fa- 
vored banks, most states have thrown safeguards about the pro- 
cedure of depositing state funds.“ “Depository boards” commis- 
sioned to choose state depositories have generally relieved the state 
treasurer of his arbitrary power. To insure the safety of deposited 
funds, some states limit the volume of state funds which may be 
deposited with any single bank by the amount of the bank’s capital 
and surplus. Furthermore, most states require the bank to give 
security in the form either of government bonds or a surety bond. 
That even these safeguards cannot provide complete protection, 
however, is indicated by the circumstance that at least $450,000,000 
of public funds were impounded in closed banks during 1933.^^ 

Interest is generally paid on deposits of state funds, and in a few 
states the rate is’ fixed by law. Occasionally, the depository board 
determines the interest rate. In those states which distribute state 
funds among depositories on a competitive basis, the mterest rate 
is set by the bidding of the banks. 

Until recently, few states bothered to establish statutory regula- 
tions for the custody of local funds, but the last decade has seen 
considerable legislation on this matter. Usually, these laws require 
that local deposits be made with the bank or banks submitting the 
best interest bids, and that the depository bank post adequate secu- 
rity. Too frequently, however, local treasurers remain free to ar- 
range for the custody of the funds in their charge, and their office 
becomes a source of lucrative graft. In many states, the depository 
banks pay no interest on the funds of local governments. 

^^See tabulation in Tax Research Foundation, Tax S)^stems (eighth edition, Commerce 
Clearing House, Chicago, 1940), pp 297-299 

12 Martin L Faust, The Security of Public Deposits (Public Administration Service No. 51, 
1 ^ 36 ). 
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GOVERNMENTAL. ACCOUNTING SYSTEMS 

Accounting systems for private business entei prise have been com- 
pared to instrument boards, reporting m visual coordinated form the 
financial result of internal operations, so that the owners and cred- 
itors of a concern can know how much of an enterprise it is and 
where, how fast, and how safely it is gomg. It is equally important 
for the administrative officials, the legislature, the bondholders, and 
the taxpayers of a governmental unit to know its financial position 
and to have a quantitative picture of its operations. By establishing 
a basis for audits, the accounting system of a governmental unit 
guards it against the malfeasance and misfeasance of its officials and 
employees. A technique of governmental or municipal accounting 
is jUst as essential to eflEcient government as busmess accounting is to 
sound private enterprise. 

Some procedure of recording government transactions has always 
developed whenever and wherever governments have operated. But 
a mere tally of receipts and payments hardly constitutes an account- 
ing system, and fails utterly to perform most of the functions possible 
under an effective procedure of accounts. Principles of accounting 
appropriate to governmental needs have been formulated. The task 
of today is to develop administrative machinery for the application 
of this technique, and to persuade legislatures and administrative 
officials to adopt the improved procedure. 

Basic principles 

Unlike business accounting, which solves its problems on the basis 
of experience, reason, and experiment, much of the procedure of 
governmental accounting is predetermined by constitutional provi- 
sion and statutory law. Governmental accounting must operate 
within the framework of laws which create arbitrary “funds,” which 
earmark taxes and other revenues to particular expenditures, which 
establish specific reporting and budgetmg classifications, and which 
otherwise dictate accounting procedures.' Withm this framework, 
sound accounting prmciples derived from the busmess field or 
evolved by reason and testing may be applied. When the law and 



132 


ECONOMY AND CONTROL IN EXPENDITURE 


sound accounting principles conflict, which they frequently do, the 
law rules — until it is amended. 

The units of governmental accounting are the “funds” established 
by constitutional provision, by statute, and by executive order. As 
defined by the National Committee on Municipal Accounting, a 
fund IS “a sum of money or other resources set aside for the purpose 
of carrying on specific activities or attaining certain objectives in ac- 
cordance with special regulations, restrictions or limitations.” 
Each such fund is an independent accountmg entity, with its sep- 
arate books and statements. Only for reporting purposes is there any 
combining or aggregatmg of the accounts of separate funds. 

For effective budgetary control and for intergovernmental uni- 
formity m financial reports, the accountmg authorities recommend 
eight classes of “funds” : 


1. General fund 

2. Special revenue funds 

3. Bond funds 

4. Sinking funds 


5. Working capital fund 

6. Special assessment funds 
7 Trust and agency funds 
8. Enterprise funds 


Unfortunately, ignorant and indifferent legislation, instead of con- 
sohdatmg and unifying government finances under a m i n i mum 
number of “funds” falling withm the above classification, has 
spawned “funds” in indiscriminate fashion. The result is at once 
fiscal confusion and rigidity, hidmg the true picture of governmental 
operations, and blocking efforts toward economy and efficiency. 
There were in 1940, for example, 175 different federal administrative 
funds for as many agencies, with accounts maintained on various 
bases, without any master set of accounts to reflect the total financial 
operation of the federal government.^® 

Proper classification is, of course, an essential of good govern- 
mental accounting. As with commercial accounts, there should be 

National Committee on Municipal Accountmg, Mumapul A^ccoutiting Stotements (the 
Committee, Chicago, 1936), p 142 

Carl C Chatters and Irving Tenner, Municipal and Governmental Accounting (Prentice- 
- Hall, New York, 1940), p. 33, 

Edward F Bartelt, Accounting Procedures of the United States Government (Public 
Administration Service, Chicago, 1940), p, 49 
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separation into balance sheet and operating accounts The latter are 
subdivided into revenue and expenditure accounts. Revenue ac- 
counts should be further classified by sources, to facilitate budgetary 
estimating and to picture the distribution of tax burdens. Expend- 
iture accounts are set up by departments with subclassifications ac- 
cording to budget-defined objects — personal services, contractual 
services, materials, supplies, etc.^® Uniform keying of the various 
subaccounts within the departmental classifications permits a sub- 
sequent functional reporting of expenditures. 

Double-entry recordmg of operations is as essential to govern- 
mental accounting as to busmess accounting. Memorandum tallies 
offer no protection against omission or error, and provide no instru- 
ment for control. It is indicative of the backwardness of govern- 
mental accounting that the federal system was not placed upon a , 
double-entry basis until 1907. 

Traditionally, government accounts have been reported on a cash 
basis, revenues and other receipts being noted as collected, expend- 
itures being entered as payments are actually made. While cash ac- 
counting provides a record of completed transactions and permits of 
auditing control at the close of the accounting period, it contributes 
little to budgetary control. Accrual accounting, on the other hand, 
pictures obligations meurred but not yet liquidated, and receipts due 
but not yet realized. Budgetary management is facilitated by accrual 
accounting, since appropriations can be entered upon authorization, 
to be subsequently reduced by reversible encumbrance accounts for 
orders placed, and by voucher records for actual payments. Like- 
wise, the revenues that finance these expenditures appear as receiv- 
ables on their legal receipt dates. Discrepancies between revenues 
due and actual receipts can be covered by creation of reserves for 
delinquent and uncollectible items. 

Elements of progress 

Improvement of governmental accounting in the United States in- 
volves progress along several, related avenues. 

Prior to the 1920’s, the goaf of the administrative reformers was 


A sample key-number expenditure classification is given in Appendix A, p 793. 
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generally to obtain some application of business accounting pro- 
cedures to the casual confusion of governmental record keepmg, 
even though the procedures of business and governmental account- 
mg are divergent on many points. Durmg the past quarter of a 
century, a well-integrated art of governmental accounting, adapted 
to the peculiarities of governmental transactions, has been developed. 
Monographs on various phases of the subject have appeared,^^ Good 
textbooks on the topic are now available.^® But there is still ample 
opportunity for refining many of the techniques of governmental 
accountmg, and the possibilities of improving their application to 
particular situations are endless. 

As previously indicated, many constitutional provisions and ad- 
ministrative statutes run counter to sound governmental accounting 
principles. Various departments, commissions, and bureaus have 
virtual financial autonomy under old admmistrative laws, and they 
jealously cherish their prerogatives and oppose being drawn into 
general accounting systems. Independent funds based on special 
tax rates, fees, and other revenue items are found embedded in de- 
partments or attached to institutions; again there is resistance to the 
elimination of these special funds and their earmarked revenues, 
and the carrying of revenue and expenditure into the general fund 
accounts. Much progress has been made in recent years along this 
second avenue of reform, but the task ahead, particularly in the 
field of local governmental accountmg, is still tremendous. In some 
states, a complete overhauling of the state laws establishing the 
structure of their local governments will be a prerequisite to estab- 
lishing sound accountmg for these local units. 

Once the way has been cleared for introducing sound govern- 
mental accounting systems, a great labor of education must begin. 
In small units, some official or clerk must literally be taught the ele- 


Particolarly valuable are the publications of the National Committee on Municipal Ac- 
counting of the Municipal Finance Officers Association — Mttmcip'il Accounting Teimmology 
(1936), Miimctpa! Accounting Statements (1936), Municipal Funds and Their Balance 
Sheets (1938), Municipal Auditing Procedure (1939), and Governmental Cost Accounting 
(1940). • 

^STwo recent texts in the field are Carl C Chatters and Irving Tenner, Municipal and 
Governmental Accounting (Prentice-Hall, New York. 1940), and Lloyd Morey, Introduc- 
tion to Governmental Accountmg (John Wiley & Sons, New York, 2nd ed , 1936), 
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merits of governmental bookkeeping to maintain whatever account- 
ing system is installed. Larger units must mclude in their staffs a 
trained governmental accountant or even a department of such ac- 
countants. Courses on governmental accountmg are now offered 
in many of our colleges, and can even be taken by correspondence, 
so that a personnel can be readily equipped to handle the new sys- 
tems of accounts. Where local units are required or invited to in- 
stall accounting systems prepared by a state agency,’'® provision for 
instruction in the operation of the system is usual. 

A fourth avenue of governmental accounting progress, important 
for large units, is the administrative location of the accounting func- 
tion. Experience has shown that this function should be central- 
ized in a single department or bureau. When particular adminis- 
trative departments are allowed accounting independence, as has 
prevailed in the federal accounting setup, it is difficult to achieve 
the overall uniformity of practice necessary for effective budgetary 
control. The tendency is toward centralization of the function; 
as of 1938, forty-three states had central acc«untmg departments. 
Where in the governmental structure the central accounting office 
should be located is a matter of dispute. In thirty-four states it is 
attached to the office of the auditor or comptroller, who is fre- 
quently an elected official, independent of executive authority; this- 
arrangement has not worked out well. Governments with a cen- 
tralized department of finance have found it expedient to locate the 
centralized accounting function with this department. Whatever 
the arrangement, the central accounting office should be responsible 
to the executive authority. 

Still another avenue of accounting reform is the achieving of 
intergovernmental uniformity in accounting classifications and prac- 
tices. Such uniformity allows comparison of costs between com- 
parable units of government, which is often an important factor in 
drives for economy and efficiency Uniformity in the accounting 
systems of local units is accomplished primarily by state statutory 
prescription. The Municipal Fmance. Officers Association, the Na- 
tional Municipal Leagpe, and other interested organizations have 


Sep p* 159 of this volume. 
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recently been doing yeoman work in promoting interstate account- 
ing uniformity. 

The final avenue of government accounting progress is the devel- 
opment of cost accounting techniques for governmental services. 
Governmental cost accounting admittedly presents more problems 
than business cost accounting, because of the difficulty of establish- 
mg quantitative units of measurement for many governmental serv- 
ices. Although chapters on this topic appear in the textbooks, only 
the barest of beginnings has actually been made on the practical 
aspects of this technique. 



CHAPTER YI 


Economy and Control in Governmental 
Expenditure (Concluded) 

THE GOVERNMENTAL BUDGET 

Governmental budgeting, using the term in its broadest sense, 
is not new in American public finance. Even if vaguely and hap- 
hazardly, every governmental body has had to preplan its activities, 
Its personnel, and its material needs. Although the results may be 
only apprcedmate, each governmental body must reconcile its ex- 
penditure plans with its revenue possibilities. However unscientific, 
this determination of expenditure possibilities by available revenues 
or of revenue requirements by expenditure programs is m its essence 
budgetary. But “governmental budgeting” has come to be applied 
to a definite procedure, rapidly growing more scientific, of prede- 
termining and controllmg governmental expenditures for the sake 
of balance, efl&ciency, economy, and careful adjustment to revenue 
possibilities. 

American budgetary reform 

At the close of the nineteenth century, the American federal gov- 
ernment was the only important national government without a 
budget system. The departmental requests for appropriations, com- 
piled m a Boo\ of Estimates and presented to Congress by the Sec- 
retary of the Treasury, neither represented a financial plan nor 
bound the departments. Later m the session the heads of these de- 
partments presented other estimates to Congress. Fourteen com- 
mittees in the House of Representatives and fifteen committees in 
the Senate independently reported appropriation proposals m sepa- 
rate bills. And these bills were inflated on the “floor” by the “pork- 

137 



138 


ECONOMY AND CONTROL IN EXPENDITURE 


barrel” measures of m^ividual Congressmen. Federal revenue bills 
were prepared by another set of committees ^ 

Even more fortuitous was the financial management of the state 
governments. In some states, expenditures were made on blanket 
authorizations, often many years old. Rarely did a general review 
of state expenditure needs or mcome requirements precede regular 
enactment of appropriation legislation. State spending agencies 
presented requests for appropriations throughout the legislative ses- 
sion. In most legislatures, appropriation bills were handled by sepa- 
rate committees, and passed by separate votes. 

The states, and not the federal government, took the initiative in 
budgetary reform. Organizations like the New York Bureau of 
Municipal Research had a large part in the program of civic propa- 
ganda which led to state budgetary reform. In 1910, President 
Taft appomted a Commission on Economy and Efficiency which 
reported two years later. Although the Commission’s important 
report on the possibilities of budgetary reform m the federal gov- 
ernment was Ignored by Congress, it exerted a lastmg influence on 
many state legislatures. California and Wisconsin had enacted 
budgetary laws in 1911; by 1916, all but two states had passed some 
sort of budgetary legislation. Subsequent legislation in most states 
strengthened and improved the procedure. At present the expendi- 
tures of all the state governments are controlled by budgetary pro- 
cedure, though m many cases of a makeshift character. Several 
states have written budgetary provisions into their constitutions. 

Budgetary reform also made considerable progress m the larger 
cities. Some states^ imposed uniform budget and accounting re- 
quuements upon counties and other local governments by legisla- 
tive enactment. Eventually, in 1921, the federal government adopted 
a system of budgetary control for its expenditures. 

The budgetary period 

Since budgetary authorizations must be approved by legislatures, 
the budgetary period of any governmental umt is determined by the 
frequency of its legislative sessions. In the case of Alabama, this is 


^ See pp. 159 and 161 of this volume. 
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four years. Forty-two of the states have biennial kssions; hence 
their budgets are for two-year periods. The legislative bodies of the 
federal government, five states, and most local units meet annually, 
SO they all have one-year budgetary periods. 

The beginning date and termination o£ the budgetary period — 
one, two, or four years as the case may be — ^is determined by the 
fiscal year of the governmental unit. On this subject there is wide 
diversity in the United States. A few governmental bodies employ 
the calendar year. Some odd datmgs are found — October 1 to Sep- 
tember 30 in Alabama and Maryland, April 1 to March 31 in Wash- 
ington. Most state and local governments and the federal govern- 
ment use July l~June 30 fiscal years. 

Two reasons one obsolete, one currently pertinent — dictate this 
arrangement. The obsolete reason is that state and local govern- 
ments used to rely predominantly on property tax revenues which 
were collected in the fall when farmers had cash from their crops. 
Thus a government with a fiscal year beginning on January 1 would 
have to wait nine months for most of its current-year revenue, while 
one with a July-June fiscal year would obtain funds early in its 
operating year. The second reason, which applies today and ac-^ 
counts for the recent change-over of Oregon to a July—June fiscal 
year, is that legislatures commonly convene in January. Thus they 
have six months^ opportunity to debate and adopt budgets, which 
then go mto effect a couple of months after adoption. Such smooth 
timing is not possible for calendar-year budgets. 

Budgetary scope 

To be properly effective, a governmental budget should embrace 
every item of expenditure. Some writers cover this point by the 
generalization that a budget should be “universal.” American gov- 
ernmental budgets rarely, if ever, achieve this ideal m practice. At 
the time of its installation, the budgetary procedure of the federal 
government purported to be comprehensive, yet $79,000,000 of con- 
tinuing expenditure, unlisted in previous budgets, appeared in the 
budget for 1929. Until 1932, special fund transactions were not in- 
cluded in the federal budget, Capital expenditures and the expend- 
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itures of statei' institutions maintained by special property tax levies 
are frequently excluded from state government budgets. City gov- 
ernments rarely mclude capital expenditures, and occasionally ex- 
clude the operating expenses of public utilities. 

Because of the irregularity of capital expenditures, it has been 
argued that they cannot be incorporated m regular governmental 
budgets. Sometimes the proposal is advanced that capital expendi- 
tures should be set up in an independent “budget” to be financed 
expressly by borrowing. Both suggestions are excuses, apologies for 
the political cowardice that courts public plaudits with expenditures 
for improvements but would like to avoid presentmg the tax bill for 
such improvements.^ In the first place, capital expenditures need 
not be financed by borrowing. Indeed, later in this volume,® this 
common but inconsidered use of public credit is roundly criticized. 
A substantial part of the capital expenditures of governments should 
be financed by taxation, so this argument for excluding them from 
the general budget fails. In the second place, despite the irregu- 
larity of individual capital projects, those of a large governmental 
unit can be so preplanned that the annual capital outlay figure is 
kept fairly uniform and presents no insuperable budgetary difficul- 
ties. The federal government, the largest spender on capital projects, 
budgets Its program of capital expenditure. Several state govern- 
ments are able to include highway construction outlays in their 
budgets. A number of cities have prepared long-term programs for 
capital improvements. A hopeful current development is the pro- 
motion of public works mventories, and of local, regional, and state 
public works planning by state planning boards operatmg under 
the leadership of the National Resources Committee. 

Special “funds,” established by le^slative enactment and sup- 
ported by designated tax “rates,” are one of the greatest obstacles 
to inclusive local budgeting. A county government may operate 
with a “general fund” and as many as a dozen special and inde- 
pendent “funds” — one for school aid, one for poor relief, one for 

^ Richard A Musgrave, “The Nature of Budgetary Balance and the Case for the Capita) 
Budget,” American Economic Review, Vol XXIX, June 1939, pp 260-271 

® Sec pp 640 ff, of this volume 



ECONOMY AND CONTROL IN EXPENDITURE 


141 


libraries, one for road maintenance, 'and so forth. When functions 
are so pigeonholed, the budget of the general functions is a distorted 
document, which presents only a fractional financial picture of past 
and projected activities. 

Special minor revenues earmarked to particular offices or depart- 
ments also warp the budgetary picture A sheriff’s office, for exam- 
ple, may report only the excess of expenditures over fees received. 
Or a city department of markets may make no return of license 
revenues and the expenditures covered by those revenues Such 
offices and departments seem to operate on an economical basis, 
sharing less than pro rata m the general revenue. Yet this apparent 
economy may mask flagrant squandering of earmarked revenues. 
For proper budgetary practice, all incidental and special depart- 
mental revenues must be mcluded. 

While the argument for excluding the expenditures and revenues 
of institutions supported by special tax levies and of government 
enterprises from the general state or local budgets is stronger, it is 
not completely convinemg. Such enterprises and mstitutions fre- 
quently incur either deficits or surpluses, which m the long run 
involve either payments from or payments to the general treasury. 
The postal deficit, for example, is an item of federal cost which 
must be taken into account every year. Finances of public enter- 
prises are too closely bound up with the general finances of the 
governmental units with which they are associated to be excluded 
altogether from the budgets of these units. Budgets of public utili- 
ties and governmental institutions which have earnmg capacity are 
best set up as supplementary schedules to the general budget of the 
governmental body, with the net deficit or net surplus incorporated 
in the general budget. The federal government has adopted this 
practice for the Post Ofl&ce, the Reconstruction Fmance Corpora- 
tion, and the Tennessee Valley Authority. 

Essentials of budgetary procedure 

Essentials of governmental budgetary procedure have been sum- 
marized as follows: 
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Budgetary procedure involves the bringing together of esti- 
mates covering the multifarious needs of a government, the check- 
ing of these esumates against recorded expenditure data, the 
calculation of the government’s income in the light of past ex- 
perience, the preparation of the budget and supporting measures 
by the responsible executive or other agency of the government, 
the adoption of the budget and the enactment of the bills designed 
to carry it into operation by the legislative body, and, finally, the 
execution of the budget by the executive or the administrative 
officers m accordance with the authorizations of the legislative 
body.'* 

On the basis of this summary, governmental budgetary procedure 
involves three major steps: (1) the formulation of a financial plan, 
(2) the enactment of legislation to effect this plan, and (3) the 
execution of this fipancial plan by executive and administrative 
officials. 

The formulating agency 

Governmental budgets in the United States are sometimes formu- 
lated by the executive officer, sometimes by a board of admmistrative 
officials, or admmistrative officials and members of the legislative 
body, sometimes by a committee of the legislative body. “Execu- 
tive” budgets, the first method of formulation, are rapidly super- 
seding the other types. The federal government has an “executive” 
budget. Prior to 1939 the federal Budget Bureau was a division of 
the Treasury Department. In that year it was reorganized and 
given independent status and responsibility directly to the President. 
Three-quarters of the states ® and a growing number of cities— par- 
ticularly those having centralized mayor or city-manager govern- 
ment— also have developed “executive” budgets. Budget boards, 
whose members are usually administrative department heads acting 
ex officio, formulate the budget in a few states; in several cases, the 
governor appoints special members who have no other adminis- 
trative duties. In four states, both administrative heads of the gov 

* Arthur E Buck, Ptibhc Budgeting (Harper S Bros , New York, 1929), pp. 3, 4 

5 A partial summary of state budgetary orgamzatioa and procedure is presented in the 
Tax Research Foundation’s Tax Systems (eighth edition, 1940), pp. 286-292. 
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eminent and representatives of the legislature are included in the 
budget boards. St. Louis, Baltimore, and Milwaukee, among many 
other cities, have either administrative type or combined admmis- 
trative-legislative boards to formulate their budgets. Only one state 
— Arkansas — and a few cities — including Chicago, Los Angeles, and 
San Francisco — still leave budget formulation to a legislative com- 
mittee. “Legislative” budgets are quite common among counties 
and subordmate units of local government. 

American writers on public finance and governmental organi- 
zation agree without exception that the “executive” budget is supe- 
rior to the “board” and “legislative” budgets. This general approval 
of the executive budget is based upon the assumption that all au- 
thority centers in the president, governor, mayor, or other executive 
officer, and that he is in the best situation to collect all the informa- 
tion necessary for formulating the budget. For those state govern- 
ments whose administrative functions have been centralized, and 
for the cities in which either a mayor or a city manager is truly the 
head of the administrative machmery, this assumption is valid. But 
for the state and local governments still laboring under adminis- 
trative decentralization, the assumption is open to question. Quite 
possibly, in such governments, a budget board composed ex officio 
of the administrative department heads is the most effective, if not 
the only, way to bring together all the necessary information. Gov- 
ernmental reorganization to centralize administration functions is 
an essential prerequisite to the “executive” budget. 

A governor, or mayor, or budget board does not and cannot, of 
course, either engage in or directly supervise the detailed clerical 
work of collectmg departtiaental estimates or the more responsible 
task of studying and revising these estimates. Budget compilation 
is Itself a complete function, worthy of a separate department or 
bureau. In the absence of adnunistrative centralization of execu- 
tive functions, a budget bureau responsible to the executive and 
independent of other governmental affiliations would seem to be 
the most effective organization for compiling the budget.' Such a 
bureau becomes the instrument by which the executive may effect 
his budget program. The budget of the federal government is com-' 
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piled by such a bureau, as are the budgets of over a dozen states and 
of several large c:tics. If the dtepartmcnt of finance is well inte- 
grated, one of Its bureaus may handle budget formulation. One of 
the prime requisites of the “executive” budget — ^the sole and undi- 
vided responsibility of the executive— is lost, however, unless the 
department is completely subservient to the executive. A third pos- 
sibility arises when the budget is formulated by a board. The labor 
of compilation may be performed, as in Michigan, by a permanent 
budget staff attached to the board. 

Formulation procedure 

Budget formulation for a large city or state government, or for 
the federal government, usually begins nine to twelve months m 
advance of the fiscal year to which it will apply. Department heads 
must work out their estimates, the formulating agency must collate, 
adjust, and incorporate the estimates into a unified budgetary pro-- 
posal, and the legislative body must pass upon the proposal. For 
governmental units whose fiscal year runs from July 1 to June 30, 
formulation procedure usually begins m the late summer of the 
preceding year, and lasts until the budget is adopted m the follow- 
ing spring. Federal budget preparation, for example, starts a whole 
year in advance of the beginnmg of the fiscal year to which the 
budget applies; spendmg departments and agencies have to submit 
their estimates to the Budget Bureau in mid-September. Ift states 
with biennial legislative sessions, departmental estimates for a two- 
year budget or for two one-year budgets have to be submitted nine 
months in advance of the first budgetary year. 

The first step is usually taken by the budget bureau, or equivalent 
_ agency, which calls upon all department heads for their estimates 
on the forthcommg budgetary period. To facilitate the making of 
these estimates, the budget agency usually sends each department 
head a standard form which lists the actual expenditures of the de- 
partment for the precedmg fiscal year, or sometimes for two or three 
years.® These previous expenditure tabulations are not intended to 
provide a hard and fast precedent, but, except where special depart- 


® Sample budget forms arc given in Appendix A, pp 794 fF, 
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mental developments are occurring, a considerable year-to-year con- 
sistency IS expected and enforced by budget bureaus. In consultation 
with their chief subordmates, the department heads estimate forth- 
commg expenditures and incidental receipts accordmg to a pre- 
arranged uniform accountmg classification,^ and enter the figures 
under the appropriate keyed headings. Entries are made in detail, 
only identical material items or position grades bemg grouped. 

Revenue collectmg departments must also present their estimates 
of receipts during the budgetary period. Such anticipations of fu- 
ture revenues are bound to be plagued by uncertamty. Some taxes 
are relatively stable in their yields,® and past collections ordinarily 
offer a fair guide to estimates on future receipts. For example, un- 
less a major economic boom or collapse occurs, property tax assess- 
ments remain fairly stable or, in growmg communities, expand in 
consistent proportion, so that local governmental units can usually 
estimate this item of revenue to a surprisingly close figure. But the 
inflationary increase of values from 1916 to 1920 threw all property 
tax estimates during those years off base, as did the declme of prop- 
erty values and the increase of tax delmquencies from 1930 to 1934. 
Federal and state budgetary estimates of personal income and busi- 
ness tax receipts, which involve business forecast analysis, are fre- 
quently wide of the mark. And estate and inheritance tax yields, 
which can be influenced tremendously by the chance grsupmg of 
the deaths of rich mdividuals, cannot be prognosticated except as to 
their normal minimum. 

Departmental expenditure estimates, together with the tax com- 
mission’s or assessor’s estimate of probable revenues, are returned to 
the budget bureau. There they are consolidated into a single docu- 
ment. Almost invariably, the expenditure estimates exceed^the rev- 
enue estimates, and the process of “balancing the budget” ensues. 
In a small municipality, the mayor calls in his department heads 
and presents them the problem of paring their estimates. In a 
larger governmental unit, examiners comb through the origina 
estimates to pick out possible savmgs, presumably solely with an 


SThc gJerVsuhJ'wt stability is discussed more My on p. 302 of this volume. 
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eye to efficiency and economy, often in practice reflecting extraneous 
convictions and prejudices of the individual examiners. Then come 
conferences between the budget director and the department heads, 
protests that the original estimates were irreducible minima, bicker- 
ings, recalculations. At last proposed expenditures and anticipated 
revenues balance. Should they fail to balance, the legislature must 
find new revenues— or dodge the issue for the time bemg and allow 
a deficit to accumulate. 

Grantmg all the sound labor which goes into budget formula- 
tion, and in the long run produces more honest and more efficient 
government, the many pious, and not a few impious, frauds perpe- 
trated in the process must not be overlooked. One acute student of 
local government writes: 

Anyone who is acquainted with the sinuosities of municipal 
politics will tell you that the [budgetary] process is often accom- 
panied by a good deal of shadow-boxing to impress the public. 

For example, when the estimate-sheets are sent out to the various 
departments, the mayor sometimes passes out a tip that he wants 
the opportunity to make some drastic cuts when the proper time 
arrives. The heads of departments take the hint and pad their 
estimates accordmgly. The totals then prove to be sky-high, 
whereupon the mayor calls in the newspaper reporters and with a 
great show of indignation assures them that he is not going to 
stand for any such extravagance as these heads of departments 
propose. On the contrary he is going to insist on drastic reduc- 
tions all along the line, thus performing his full duty to the tax- 
payers. So the newspapers proclaim in flaming headlines: 
“Mayor Proposes to Cut a Million Dollars from the Budget,” 
and half the people beheve it. 

But It is all a, publicity gesture and involves no saving at all. 

The mayor merely takes out of the estimates what should never 
have been put m. And after he has finished doing this it usually 
turns out that the totals are still considerably in excess of what 
was appropriated for the preceding year. The tax rate goes up, 
and when people complain about it the mayor assures them that 
nothmg but his stern economizing prevented the taxes from being 
' raised a good deal more. This sort of thing has been worked ofi 
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on the taxpayers of some American cities year after year. It is a 
marvel that they do not get tired of it.® 

The Roosevelt administration played a trick or two with federal 
budgetary practice in the 1934 fiscal year. Rather than admit that 
its recovery and relief program would drastically “unbalance” the 
federal budget, it divided the schedule of federal expenditure mto 
two categories, “ordinary” and “emergency ” The ordinary budget 
would be balanced by current revenues; the “emergency” budget, 
presumably temporary, would be covered by borrowmg. But — 
many public works which had long been a regular part of the fed- 
eral expenditure program were quietly shifted mto the “emergency” 
budget. More than counterbalancing this, however, in 1936 the 
Tennessee Valley Authority’s expenditures, the farm relief program, 
and other projects origmally undertaken as a recovery and relief 
element, were shifted from the “emergency” to the “ordmary” 
budget. 

Form of the budget document 

Budget documents are prepared for submission to legislative bod- 
ies in almost as many forms as there are governmental units oper- 
atmg under budget systems. Trial and error, however, are slowly 
establishing certam pragmatic rules. 

Governmental budgets should be prepared m three sections. Sum- 
maries of past and proposed expenditures, set up in functional form, 
should appear in the first section. The summaries contamed in the 
federal budget reports since the 1934-1935 issue have been of great- 
est value to Congress and to the general public; they provide an 
indispensable bird’s-eye view of past and proposed federal finances. 
Good budget summaries are also published for some half-dozen 
states. State and local budget summaries occupy a very few pages, 
and might well be printed separately from the body of the support- 
ing schedules and be given wide pubhc circulation. 

^William B. Munro, Municipal AMnUtrmQn (Th? Macmillan Co, N<?w York, 1934), 

p. 161 . 
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A second part of the budget document should contain the de- 
tailed schedules of the proposed and actual expenditures of the pre- 
ceding year or biennium. These are the vital body of the budget. 
Since the legislature must pass upon these items m formulating its 
final appropriation bill, it is essential that the statement of proposed 
expenditures be explicit and detailed. 

The third and last part of the budget should indicate the pro- 
posed methods of raising the funds to cover the budget expendi- 
tures. As with expenditure schedules, revenue operations of the 
precedmg year or biennium should be placed beside the proposals 
for the coming budget period. 

In the federal and in state budgets, for the formulation of which 
expert accountants are available, mmuteness of detail and classifica- 
tion is possible and even desirable. The legislature must be able to 
view the budget both as the proposed expenditures for various gov- 
ernmental functions and as the proposed disbursements of a set of 
governmental departments. Governmental departments are not al- 
ways organized on strictly functional lines, and a complicated cross 
classification may be necessary to show the budget figures in both 
relations. Current and capital expenditures should also be distin- 
guishable in budget figures. 

Where uniform budgets are required of local governments, it is 
essential that they be simple m form. In many cases, the local offi- 
cials called upon to formulate such budgets have no accounting 
experience or knowledge. 

Enactment of a budget 

Once a budget proposal has been compiled, it is transmitted to 
the legislative body of the government There it may be referred 
either to a standing committee on finances or appropriations, or to 
the legislative body sittmg as a committee of the whole. In any 
case, the committee can call administrative officers, demand ac- 
counts, and take all other steps to aid it in its determination of the 
various elements of the budget. Unless the legislature is barred 
from increasing the budget, much of the work of the formulating 
bureau may be undone in committee, particularly if influential de- 
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paitment heads have an opportunity to plead against cuts that have 
been made by the budget bureau. On the basis of its considerations^ 
the committee prepares and introduces an appropriation bill. The 
following picture of Congressional budgetary procedure^ with al- 
lowance made for the smaller size of the legislative chambers^ 
could be duplicated in its broad outlines in most state legislatures ; 

The President ’s budget, upon being submitted to the House, is 
referred immediately by the speaker to the Committee on Ap- 
propriations. If it happens to contain any revenue proposals, 
they are referred to the Committee on Ways and Means The 
chairman of the Committee on Appropriations at once parcels 
out the expenditure proposals of the budget to the subcommittees, 

. , . each of which is lesponsible for drafting a majoi appropria- 
tion bill along the general lines determined by the whole com- 
mittee. The subcommittees start work on the departmental 
estimates assigned to them by holding “hearings” at which the 
departmental officers are required to give testimony regarding 
their expenditure needs as set forth m the estimates . , . Some- 
times these hearings aie started as much as a month before the 
budget IS submitted to Congress, indeed, it often happens that 
some of the appropriation bills are almost ready for consideration 
by the House when the budget is received This procedure is 
possible because the departmental estimates are transmitted to the 
Committee as soon as they are scrutinized and revised by the 
Bureau of the Budget, which may be from three to six weeks be- 
fore the budget is completed. ... As the appropriation bills are 
reported out by the Committee and passed by the House, they are 
sent to the Senate, Here they are referred to the Committee on 
Appropriations, and again parceled out by the chairman to sub- 
committees When these bills have been exammed and revised 
by the subcommittees, they are reviewed by the whole committee 
and reported to the Senate for action. The revenue measures are 
handled in a similar manner by the House Committee on Ways 
and Means and by the Senate Committee on Finance, each work- 
ing as a unit. 

Appropriation bills are usually handled in a routine manner 
and passed without satisfactory debate. As these bills come from 
the House Committee on Appropriations, they are first considered 
in committee of the whole, , . . Each bill is steered through the 
House by a member of the Committee on Appropriations, usually 
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the chairman of the subcommittee directly in charge of the bill. 
When the motion is made to go into committee of the whole on 
an appropriation bill, an agreement is reached on the length of 
the so-called general debate on the bill, a matter which is m the 
hands of the chairman and the ranking member of the “opposi- 
tion” on the subcommittee which drafted the bill. This debate 
usually lasts for two or three hours and unfortunately does not 
have to relate to the appropriation bill under consideration, totally 
irrelevant matters may be, and generally are, discussed by the 
participating members. After general deba,te is concluded, the 
bill is taken up section by section for discussion and amendment 
under what is known as the “five-minute rule.” At this point, all 
discussion must be germane to the section of the bill under con- 
sideration. . . . During this debate, which is often little more than 
a grand gesture, the House is supposed to scrutinize the recom- 
mendations of the Committee on Appropriations and make 
known its wishes with respect to them. In reality, it usually sup- 
ports these recommendations, amendments rarely being 'made 
when opposed by the committee spokesman Following the con- 
sideration in committee of the whole, the bill is reported back 
to the House with any amendments that may have been adopted. 
These amendments are then voted on by the House; the bill is 
given Its third reading at which no amendments are permissible, 
is passed, and is sent to the Senate 
In the Senate, the procedure for consideration is essentially the 
same, except that senators may not propose amendments to an 
appropriation bill from the floor, as representatives may under 
committee of the whole. No senator can offer an amendment to 
an appropriation bill the effect of which is to increase the amounts 
already contained in the bill, or to add new items, unless it is to 
carry out existing provisions of the law. The desirability of 
amendments of any other character must be passed upon by the 
appropriate committees on general legislation.^^ 

Final determination of the budget and of the appropriation bills 
which enact it are legislative matters, and must, therefore, be within 
the discretion of the legislature and its committees. But the great 
purposes of the budget are lost if interested individuals in the legis- 
lature or its committees cah modify the budget and appropriation 

1<'A. E Buck, The ’Budget in Governments of Today (The Macmillan Co., Mew York, 
1934), pp 201-2, 208 
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bills to suit their pleasure, or introduce separate appropriation and 
revenue bills at will. In practice, the executive’s proposals fre- 
quently carry no more weight than the political circumstances of 
the moment happen to lend them. Legislatures, it has been argued, 
should be allowed to reduce but not increase budget items. To 
strengthen their position as critic of executive proposals for appro- 
priations, they should abdicate their function of initiating appro- 
priation legislation. These principles have been incorporated in the 
budget laws or constitutions of several states, and are mcluded in a 
number of city charters. 

Such provision gives the executive an element of legislative power, 
in that he can determine the maximum extent of a government’s 
activities for the budgetary period. For this reason, attempts to 
limit legislative action on budgets and appropriation bills have been 
strenuously opposed. Legislative power to determi n e and modify 
the budget and appropriation bills has tended to remain untram- 
meled, but limitations have been placed on the character and form 
of special appropriation bills. Some state legislatures may not con- 
sider such bills until both houses have passed upon the governor’s 
budget bill. Special appropriation bills may be required to embody 
specific provision for raising the revenue necessary to cover the pro- 
posed expenditure. In the case of the federal government, Con- 
gress has evidenced an unfortunate propensity to authorize special 
appropriations in excess of those asked by the President in his 
budget. Both the President and the Treasury Department must be 
held partly responsible for this attitude on the part of Congress. 
During the 1920’s, Treasury esti m ates of anticipated revenues fell 
considerably short of actual collections and Congress inferred that 
even were its appropriations in excess of budgetary requests, suffi- 
cient revenue would always be available. 

Some state legislatures and many local legislative bodies have 
sought a short cut through the weary detail of budgetary authori- 
zation by voting “permanent” or “continumg” appropriations for 
specified departments or functions. These “permanent” appropria- 
tions are set up in a special budget, or special section of the general 
budget, to which little further consideration is given. Unless an 
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increase in such an appropriation is desired, it goes through year 
after year unchanged. Such practice is all right where the items 
involved are truly stable, such as interest payments on a nonserial 
debt or salaries established by constitutional provision. There is 
also considerable justification where “permanent” appropriations 
constitute minima for important mstitutions whose functions might 
be jeopardized by arbitrary budgetary cuts or by a budgetary hiatus 
resultmg from a legislative deadlock. But “permanent” appropria- 
tions must be sharply condemned as a negation of sound budgetary 
principle in all other cases. On the one hand, such appropriations 
often “freeze” departments that should continue to develop but 
cannot because the legislature declines to reopen an appropriation 
Ime. On the other hand, a declining function covered by a con- 
tinuing appropriation invites squandering of funds made available 
where they are not needed. 

When legislatures enact appropriation bills, they may authorize 
budgetary expenditures either by specific appropriations for the de- 
tailed items of each department’s activity, or by large lump sums 
for each department. Detailed appropriations are likely to strait- 
jacket departmental activity, particularly when the budgetary period 
IS quadrennial, as m Alabama, or biennial, as in forty-two other 
states. From another angle, detailed appropriations become man- 
datory appropriations which the executive cannot reduce, even when 
reduction is desirable. So vital did this point become during the 
depression years, that several state legislatures authorized the gov- 
ernor to reduce the detailed appropriations they had voted. Lumped 
appropriations, on the other hand, may constitute blank checks 
which virtually place the administrative branches of the govern- 
ment above legislative control. Alexander Hamilton, who fought 
for lumped appropriations at the outset of the federal government’s 
career, was overruled by Congress. Under the stress of recovery 
and relief financing, the Robsevelt administration won the boon of 
lumped appropriations, thereby investing itself with policy-deter- 
mining powers wielded by no predecessor. 

No one standard can be fixed to determine the extent to which 
budgetary appropriations should be detailed or lumped. A num- 
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ber of considerations must influence the legislature’s decision. The 
longer a budgetary period, the less detail should be inserted in the 
appropriations. Appropriations can be more specific if the legisla- 
ture authorizes budgetary expenditures shortly before they are to be 
made than if the bill is passed far m advance of the time of spend- 
ing. If the executive exercises strict supervision over the execution 
of the budget, the legislature may be justified in making lumped 
appropriations for each administrative department. Current ex- 
penditures such as the salaries of departmental personnel, which 
continue more or less unchanged from year to year, can safely be 
lumped. Appropriations for special projects may with more justi- 
fication be detailed. 

American legislatures have given little thought to the problem of 
lumping or detailing appropriations. Because of their fear of giv- 
mg the executive and the administrative officials too great power in 
the disposal of public moneys, their appropriation acts have tended 
to be too detailed. Congress, which until recently opposed execu- 
tive budgetary control, favored detailed appropriations — and then 
freely voted deficiency bills. 

Supplementary budgetary authorization 

At its best, the formulation of a budget involves much blind 
guesswork. Guesses are superimposed on guesses when the legis- 
lature, in the course of authorization, changes the recommendations 
of the budget bureau. When the time for actual expenditure comes 
around — ^nine to twenty-one months later for governments with 
one-year budgetary periods, twenty-one to thirty-three months later 
for units with two-year periods — circumstances may have so altered 
that the original appropriation is woefully insufficient or extrava- 
gantly excessive. 

Budgetary practice takes account of appropriation deficiencies in 
three ways. The simplest and most troublesome is to introduce a 
special “deficiency appropriation” bill if the legislature is in session 
at the time, or to call a special session during an intersession period 
if the emergency is sufficiently critical. The practice is generally 
frowned upon, both because of the expense and trouble of special 
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sessions, and because the voting of deficiency bills at regular sessions 
opens wide the door to departnaental flouting of the regular budget 
and to “pork-barrel” legislation. But there is no alternative when 
a government is faced with a tremendous emergency which could 
not have been foreseen — such as the development of the federal de- 
fense program after May 1940, or the progress of the relief crisis in 
the states during the early 1930’s. 

The second method of handlmg inescapable deficiencies is the 
inclusion in the regular budget of a special supplementary or con- 
tmgent fund administered by the executive, or the comptroller, or 
some board.^^ Departmental deficiencies, if approved, are covered 
from the supplementary fund. 

The third and most common technique is an arrangement for 
transfer of funds between departments. In normal times, the de- 
ficiencies encountered by some departments of a governmental unit 
are likely to be fairly closely balanced by excesses developed by 
others. Transfers solve both problems simultaneously. Approval 
of the executive, or the comptroller, or some other high official or 
board is generally required for such transfers. * 

Excesses, like deficiencies, must be expected, and some regular 
procedure must be established for their disposal. The most common 
arrangement is that any excess of appropriations over actual ex- 
penditures at the end of a budgetary period simply lapses. Some- 
times such excesses are transferred to a special debt retirement fund. 
Quite frequently, they tend to be absorbed by transfers to cover 
other departmental deficiencies. 

A number of states, particularly in the south, make budgetary 
appropriations conditional upon availability of revenue. Should 
available funds be insufi&cient to cover original appropriations, the 
governor or budget bureau is authorized to reduce certam classes 
of appropriations. In Alabama the governor must reduce all ap- 
priations pro rata. A sliding scale arrangement of applying graded 
cuts to different classes of appropriations has been worked out for 

11 In Ohio, for example, the board administermg the supplementary budget fund Con- 
sists of the director of finance, the attorney general, and the chairmen of the Senate and 
JFIpupe finance commjtt?C 5 , 
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West Virginia. In some other states — Idaho, for example — the gov- 
ernor or budget director has power to reduce particular appropria- 
tions that may seem excess-ive. 

Execution of a budget 

If, after a budget had been voted, the departments ignored the 
schedules drawn up for them and spent solely at thetr own discre- 
tion, all the labor of budget formulation, all the legislative scrutiny 
of appropriation proposals, would count for naught. Departmental 
expenditures must be under continuous check by the executive. 
Both he and the administrative officials must be held accountable 
to the legislature. The instruments for effectmg this control are the 
pre-audit, the allotment, and the post-audit. 

Most governmental expenditures are made by checks drawn by 
the treasurer of the unit upon authorization or “warrants” prepared 
by the departments. Sound procedure requues that an mtervening 
official, usually called a “comptroller” or “controller,” scrutinize 
all warrants to determine their legal propriety and legislative au- 
thorization. For the federal government, pre-audit as well as post- 
audit work is done by the General Accountmg Office under the 
Comptroller-General. Less than half of the states, and some of the 
larger cities have established comptrollers’ offices for pre-audit work. 
In m^ny of the other states and municipalities, however, some pre- 
auditing is done by the auditor’s office or by the department of 
finance. Government auditing differs from business auditing in 
that it looks primarily to statutory authority for expenditure items 
rather than to the honesty and expediency of the payments. In the 
course of time, many legislatures have so hedged departmental ex- 
penditure with restrictions that pitfalls lurk on every side.^^ A pre- 

Among the legtsladve provisions limiting federal expenditure procedure are the follow; 
ing* purchases and contracts for supplies or services must be made after advertismg and 
allowing sufficient time for the submission of bids, unless immediate delivery or performance 
IS required by the public exigency, American materials and manufactured goods must be 
purchased for pqbhc use, unless the head of a department or establishment finds it incon- 
sistent vnth the public interest, or the cost unreasonable, no advance of public money shall 
be made m any case whatever, it is obligatorv upon governmental departments to purchase 
articles manufactured by the federal prison mdustaes when the^ are available, before mak- 
ing similar purchases elsewhere, all pimtmg, except such classes of work as shall be excepted 
b> the Joint Committee on Printing, must b^ done at the Government Printing Officcj law 
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audit of departmental expenditures before payments arc actually 
made is a valuable safeguard to departmental officials who otherwise 
might innocently find themselves making improper payments. Sev- 
eral state pre-audit officials, however, have interpreted their function 
as giving them a blanket right to check upon the expediency of 
details of departmental expenditure. Such policy must be sharply 
condemned as a perversion of the purposes of the pre-audit, and 
more likely to impair departmental efficiency than to accomplish 
sound economy. 

While checking upon the statutory authorization for expendi- 
tures, the pre-audit official can mamtain a running account of each 
department’s payments and determine whether it is keeping withm 
Its budgetary allowance. The federal General Accounting Office 
headed by the Comptroller-General maintains, among other func- 
tions, an auditing control over Treasury receipts and disbursements. 
But the Comptroller-General’s independence of executive control 
has led to conflicts of authority, and the issue has become confused. 
Through a “pre-audit” reported in summarized form, the executive 
can mamtain current supervision over all department expenditures. 

Some state and a few city governments divide the budgetary 
appropriations to the administrative departments into quarterly or 
monthly “allotments.” Before a department can obtain its allotment 


books, reference books, and periodicals cannot be purchased from generally or specifically 
appropriated funds unless purchase is expressly authorized by law; purchase of newspapers 
and periodicals from contingent funds when such newspapers and periodicals are not 
“necessary to the business of the office” is limited to $100 annually in the case of depart- 
ment heads and $30 annually m the case of other executive officers; no employee of the 
Pinkerton Detective Agency, or similar agency, shall be employed in any government serv- 
ice, no appropriated money may be used for compensation of any publicity expert unless 
specifically appropriated for that purpose, nor shall any appropriated funds be used to 
compensate or pay the expenses of accountants or other experts in inaugurating new or 
changing old methods of transactmg the busmess of the United States, no land may be 
purchased by a governmental department or agency unless under a law authorizing such 
purchase, no site may be purchased for the purpose of erecting a public building until the 
written opinion of the Attorney-General shall be had m favor of the validity of the tide, 
nor until consent of the state legislature has been given, expenditures on a public building 
may not be made until plans and estimates have been submitted to the supervisory architect 
of the Treasury Department and approved by the Secretary of the Treasury, furniture for 
all new public buildings must be procured m accordance with plans and specifications ap- 
proved by the supervisory architect of the Treasury Dfepartment, leases may not be let for 
other than cash rentals. — John McDiarmid, Government Corporations and Federal Funds 
(University of Chicago Press, Chicago, 1938), pp 9-10, 
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for the period, it must submit to the budget bureau a quarterly or 
monthly estimate of anticipated expenditures under its appropria- 
tion. While the departments are not rigidly bound to these plans, 
the executive head must authorize any serious departures from 
them. In this way, not only are the departments kept within their 
appropriation limits, but the executive can so harmonize expendi- 
tures as to minimize temporary borrowings in anticipation of tax 
revenues. Admmistrative departments in the federal government 
obtam quarterly allotments of funds; for any excess over their allot- 
ments they must file “waivers.” But while the Budget Bureau can 
warn or scold departments for failing to keep within quarterly allot- 
ments, it cannot actually control their expenditures. 

When a budgetary period is completed, the legislature should 
receive assurance that the administrative agencies have made their 
expenditures in accordance with the appropriation bill or bdls. 
Such assurance should take the form of a “post-audit” made by a 
qualified agency independent of the executive, and reported to an 
appropriate legislative committee. 

In many states, the State Auditor’s or State Comptroller’s oflEce 
makes the post-audits for the small local units. Where this pro- 
cedure has not been authorized, the county board or city council 
may employ private accountants for the task. The federal govern- 
ment, state governments, and large local units assign the function 
to a special official — a comptroller or auditor. Unfortunately, since 
he is often charged with pre-audit and other accounting functions 
as well, his responsibilities to the executive and to the legislature 
are confused; ugly controversy over the federal Comptroller-Gen- 
eral’s office has arisen from this overlapping allegiance. 

Conclusion 

So broad and so obvious are the advantages of governmental 
budgeting that government operation without a budgetary system 
is cause for amazement. Systematic budgeting substitutes planning 
for chance in the operation of government department? and agen- 
cies, and is thus of immediate benefit to administrative officials. 
Through foreplanning the work to be done and mtegrating ac- 
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tivities and needs, each department and bureau can be assured a 
reasonable quota of the total fund available for governmental ex- 
penditure. When requests for appropriations are presented in an 
organized form, the legislature is at once permitted and compelled 
to thmk of the various government activities as parts of a ’whole. 
"Pork-barrel legislation” and “logrolling,” two of the chief abuses 
of former legislative appropriation procedure, can be elimmatcd by 
limitmg the legislature’s power to modify requests for appropria- 
tions. Legislators are then compelled to deal with appropriation 
bills as econonuc and administrative measures, rather than political 
footballs. Fmally, the budget assists taxpayers to comprehend and 
control the activities of their governments. A study of the budget 
shows them how much money is bemg raised for the support of the 
government and the purposes for which every dollar is to be ex- 
pended. Properly prepared and thoroughly discussed before the 
legislative body, the budget is a most valuable source of public 
information. 

CENTRAL SUPERVISION AND CONTROL OF 
LOCAL FINANCES 

Thousands of interested observers constandy watch the fiscal op- 
erations of the federal government, of the state governments, and 
of the governments of the larger cities. While inefficiency and graft 
in these governmental units are far from unknown, there is a strong 
probability that sooner or later they will be uncovered and exposed 
to a pitiless publicity. County, town, and small village govern- 
ments, however, often function in relative obscurity. Graft and 
waste color their operations without ever coming to public atten- 
tion. For any individual local government the loss through graft 
or waste may be small, but it may aggregate millions of dollars for 
all local governments in a particular state. 

It is too much to hope that a progressive pohtical leader will step 
forward in each local governmental unit throughout the country to 
place its finances on a sound business basis, and provide some 
mean? for keeping them on diat basis. In the case of the minor 
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local governments, if fiscal reform is to have any general applica- 
tion, It must be imposed from above. 

Constitutional or statutory limitations on borrowing and tax rates 
are a rudimentary and often an ineffective attempt to prevent local 
extravagance.^® Many states have gone further and prescribed uni- 
form local accounting and budgetary systems. A considerable num- 
ber provide for state supervision of local accounts. A few have even 
provided for the actual supervision or control of local government 
finances by agencies of the state or other central government. 

State prescription of local accounting systems 

In 1878 the Minnesota legislature authorized the preparation and 
installation of a uniform system of accounts for all counties in the 
state — an authority which was never exercised. By 1939, compul- 
sory uniform accounting systems for one or more classes of local 
units were authorized m twenty-one states, and optional systems 
prepared by state agencies were available in another fifteen.^* 

“Uniform accountmg” is a fairly elastic concept with reference to 
the varying problems of municipalities, but can be accomplished 
with fair success in counties, whose administration is more stand- 
ardized. Early attempts to force well-meant but arbitrary record 
systems on all governmental units of a given class frequently failed 
of fullest success, sometimes because of defects in the proposed sys- 
tem, more usually because of open or passive opposition on the part 
of the local officials. Supervisory agencies now emphasize educa- 
tion of local officials and cooperation with them as vital elements 
in the approach to accounting uniformity. 

A National Tax Association committee on municipal accounting 
which has been working recently on the problems of uniform local 
accounts, has presented the following prelimmary recommenda- 
tions: 

1. The accounts should be centralized under the direction of 
one officei; who should be responsible for keeping or supervising 

Limitations on local borrowing and indebtedness are considtred on pp. 631 0 of this 
volume. Limitations on local tax rates are considered on pp 397 of this volume. 

tabulation of provisions for uniform local accounting systems is presented in Tax 
Research Foundation, Tax Systems (eighth edition, 1940), pp. 293-294. 
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all accounts and for preparing and issuing all financial reports. . . . 

2. The general accounting system should be 'on a double-entry 
basis with a general ledger in which all financial transactions are 
recorded in detail or in summary . . . 

3. The accounts should be classified in balance fund groups. . , . 

4. A common terminology and classification should be used 
constantly throughout the budget, the accounts, and the financial 
reports. . . . 

5. The general accounting system should include budgetary 
control accounts for both revenues and expenditures. 

6. The use of the accrual basis in the accounting for revenue 
and expenditures is recommended as far as practicable 

7. The accounting for mumcipaT business enterprises and in- 
stitutions should follow the standard classifications employed 
generally by such enterprises. 

8. There should be general uniformity in the financial reports 
of all municipalities of similar size and type. 

9. A periodic audit by independent accountants is recom- 
mended.^^ 

Experience in the states which have prescribed local accounting 
systems mdicates that a simple basic procedure is the most impor- 
tant of all requirements. Small units would derive no benefit from 
many of the accounting refinements necessary for larger, more 
complicated governments; their officials would properly resent the 
added responsibility and labor. Using a simple basic procedure, 
successively more refined accounting systems for superior classes of 
governmental units can be built up with no sacrifice of comparable 
imiformity. Moreover, all that should be prescribed is a minimum; 
any unit should be free and encouraged to adopt refinements upon 
the prescribed mmimum and so improve its system. State assistance 
is usually essential to the successful installation of prescribed local 
accounting systems. 


Lloyd Morey, “Possibilities and Problems of Uniform Municipal Accounting,’^ Proceed'^ 
tng$ of th^ Twcfity-Ntfith ISlational Tux Assoctattoti Conference, 1936, p 386 A recent 
report entitled “Standards for Municipal A.ccounting and Finance,” published by the Munic- 
ipal Hnance Officers Association of the United Sutes and Canada, makes more or less the 
same recommendations. 
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State inspection of local accounts 

Local auditors or accountants cannot always be trusted to check 
the accounts of local officeholders Collusion between the two to 
cover misappropriations of public funds is too frequent to be dis- 
missed as unusual. Realization of this danger has led the states to 
provide for state auditing and supervision of local accounts. A 
Miimesota law duected state mspection of county accounts and 
vouchers as early as 1878. By 1900, six other states had made such 
provision; the Wyoming constitution of 1890 created the office of 
State Examiner of Local Accounts and charged it with the inspec- 
tion of all local government accounts After 1900 the practice spread 
rapidly. At present, only two states — Georgia and Illinois — fail to 
provide some form of state mspection of local accounts 

The most elementary but most effective element in state inspec- 
tion of local accounts is the periodic or occasional examination of 
local accounts by state auditors. In nearly half the states, both 
county and municipal accounts are subject to state examination; 
other states limit such examination to the accounts of specified classes 
of local governments. 

Greatly facilitating state mspection is the requirement that local 
governments make periodic report of their financial status to some 
state agency. Over half of the states requue both counties and 
municipal governments to make such reports; a few limit the re- 
quuement to one class of government. Full financial reports are 
required m most instances, some states, however, require a reportmg 
of local debt status only. 

State prescription of local budget systems 

Still another check upon local financial procedures is the statutory 
prescription of local budgeting procedure and forms. Washmgton, 
Indiana, Florida, and Nevada took this forward step before 1920; 
seven more states followed suit during the 1920’s. To guide legisla- 
tive action in this field, the National Municipal League in 1928 pub- 
lished a Model Municipal Budget Law. At present, two-thirds of 
the states require local preparation of budgets, and half of the states 
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require such preparation to be in accord with state-established pro- 
cedure. 

The purpose of this legislation is to erect a first line of defense 
agamst local deficits, and to avoid local extravagance by correlating 
anticipated revenue and expenditure. Under these local budget laws, 
local units may not set tax rates or pass other revenue measures until 
they have prepared an estimate of expenditures. Statutory rules pre- 
scribe the estimatmg of revenues and expenditure by regulatmg pro- 
cedures to be adopted respecting surpluses or deficits, tax yields, tax 
delmquencies, offsets for uncollectible revenue, reserve accounts, ille- 
gal expenditure, emergency appropriations, and other fundamental 
elements of budgetary technique.^® A common provision is that local 
budgets must be formulated and adopted before the fiscal year be- 
gms so that there will be no budgetary hiatus. Another is that a 
prior year deficit must be included as an expense item in the current 
year budget. Tax delmquency notes must be paid off during a one- 
to three-year period in order to forestall accumulation of floating 
debt. Some provision is generally made for a simple pre-audit pro- 
cedure or other admmistrative check on the execution of the local 
budgets. 

Prescribed local budget systems, like prescribed local accounting 
systems, must start with a supremely simple basic formula for the 
smallest units of government. Refinements and variations to meet 
the special conditions in larger or more complicated units are built 
up from this foundation. The statutory budgetary requirement for 
each governmental grade constitutes a minimum for the units to 
which it applies; any unit mterested in developing a more refined 
procedure is free to do so. 

Mere passage of a local budget law will not accomplish much of 
a reform Local units generally require considerable state assistance 
in adjusting themselves to smooth working of the prescribed system. 
Some state agency should prepare standard forms to conform with 
the statute, and these forms should be either recommended to or 
made mandatory upon the local units. Experience has indicated, 

Wylie Kilpatrick, State Supennston of Local Budgeting (National Municipal League, 
New York, 1939), p 3?. 
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also, that periodic check by a state agency of the local budgetary pro- 
cedures IS helpful, possibly even necessary, in effecting the purposes 
of the law. An extreme example of such state checkmg of local 
budgetary procedure is offered by the New Jersey law of 1938 which 
created a State Department of Local Government headed by a com- 
missioner. Among other duties, this commissioner must examine all 
local budgets, not to judge the wisdom of their expenditure or 
revenue provisions, but to ensure that they conform with the rules es- 
tablished by the Local Government Board, another state agency es- 
tablished by the 1938 law. A local government can appeal the com- 
missioner’s decision to the Local Government Board and to the 
courts, but meanwhile the revised version of the budget established 
by the commissioner goes mto effect. 

State control of local finances 

Several important local functions have long been subject to a con- 
siderable degree of state supervision and even control. Public educa- 
tion is the leading example. All states require that regular and 
often comprehensive reports be made to state departments of educa- 
don, and about two-thirds of the states maintain staffs of educational 
inspectors. In the highway field, state highway commissions, state 
departments of public works, or state engmeering departments ex- 
ercise a varying degree of supervision over local road construction 
and maintenance; in a few instances, the state department has the 
power to select and remove local highway ofl&cials. Thirty states 
subject local charitable institutions to inspection. In the admmis- 
tration of public health work, the states have assumed a very large 
measure of control. In fact, as far as public health work is con- 
cerned, the counties and municipalities m some states are little more 
than administrative districts for a semi-state function. And finally, 
as will be discussed later, state supervision is an important factor 
in effective local tax administration. 

During the past two decades, a number of states have embarked 
upon a much broader program of controlling local expenditures. 
Indiana took the initiative in 1919 when the legislature vested the 


See p 374 of thi$ volume. 
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State Board of Tax Commissioners with absolute power of super- 
vision and control over the finances of all local governments. Every 
proposed tax levy and bond issue had to be submitted to this board 
for ratification or disapproval. But the law was repealed in 1920 be- 
cause of the objection that the autocratic powers of the State Board 
of Tax Commissioners denied all home rule to the local govern- 
ments. Local levies promptly displayed a tremendous increase. A 
second law was passed in 1921 embodying what came to be known 
as the “Indiana Plan of central control of local finances.” 

Instead of giving the State Board of Tax Commissioners absolute 
power to review all local tax levies and bond issues, the 1921 law pro- 
vided that they should have such power only when petitioned by 
ten taxpayers withm a district Upon receivmg such petition, the 
Board fixed a date for a hearing, which was held m the county 
where the afiected taxing or borrowing district was located. After 
such hearing, the State Board had the conclusive power to affirm or 
decrease either the total or any item of the tax levy or bond issue. 

For ten years the “Indiana Plan” was held before, the country as 
the goal of local fiscal reform. The Indiana Tax Commission dis- 
allowed an average of $2,000,000 of local levies a year, argued that 
the existence of its supervisory power probably forestalled a much 
larger total of unwise levies. Then, in 1932, Indiana abandoned 
the “Indiana Plan” for a system of county control of local finances 
Since the State Tax Commission had but limited time and personnel 
at Its disposal, it was contended that it could not make the thorough 
exammation of local finances and general local circumstances essen- 
tial to a sound adjustment of proposed levies. By fostering a false 
sense of security, a cursory survey or hearmg,. followed by approval 
for lack of sufficient evidence upon which to base disapproval, was 
worse than no review at all. 

Recently the “Indiana Plan” has been resurrected by Iowa, with 
the review function exercised by deputies of an ex officio board of 
state officials. And without attempting the universality which was 
the essence of the “Indiana Plan,” several other states have in recent 
years made partial approaches to state control of local finances. In 
Michigan, any increase of a local tax rate over the fifteen-mill prop- 
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erty tax rate limitation may be appealed to the State Tax Commis- 
sion. In Colorado and New Mexico, the State Tax Commission 
must approve an increase in local levies of more than 5 per cent. 
And in California a local expenditure increase greater than 5 per 
cent must either be approved by the State Board of Equalization or 
be submitted' to a referendum vote. In all four states, when the state 
review does occjir, it appears to be rather perfunctory. In North 
Carolina a state Local Government Commission reviews proposed 
local bond issues. 

State admmistrative receivership for financially embarrassed com- 
munities, described later in this volume,^® constitutes a special form 
of state control of local finances. 

County control of local finances 

Finances of local units are subject to review by special county 
boards in Indiana, Ohio, Oklahoma, and Multnomah County, Ore- 
gon. New Mexico has established a system of county budget com- 
missions to review local school district budgets. 

Members of the Indiana and Ohio reviewing boards are ex officio. 
Those on the Oklahoma boards are two-thirds appomtive and one- 
thud ex officio — one is a member selected by the state tax commis- 
sion, one a judicial appomtee, and the third the chauman of the 
county governing board. 

With county supervision, the task of controllmg local finances 
breaks down mto practicable units. A county control board can 
become intimately familiar with the financial problems of the gov- 
ernments under its jurisdiction, thereby laying a foundation for m- 
telligent and effective control. Evidence of what can be done along 
these Imes are the accomplishments of the Tax Conservation Com- 
mission of Multnomah County. And such control does not outrage 
the sentiment for local self-government. 

But county control boards lack the prestige of state bodies; local 
officials often treat them with petulant resentment. And they are 
more susceptible than state bodies to local pressure. Should they 
resist such pressure, their power can readily be shorn by reducing 


See p 674 of this volume 
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appropriations. County control boards may perhaps serve a worthy 
purpose while the public is being educated to the need for effective 
state control of local finance. In themselves, they certainly are not 
an ultimate solution of the problem. 

NONOFFICIAL PROMOTION OF 
GOVERNMENTAL ECONOMY 

While institutional mechanisms— budget systems, state and county 
control of local expenditures, and the like— help the fight for gov- 
ernmental economy, they are but tools, and must be directed and 
kept in repair by outside forces. One of these outside forces is the 
taxpayer, who bears the burdens of governmental waste, extrava- 
gance, and graft. Another is the “career” official, professionally in- 
terested m successful accomplishment of the functions for which' he 
is responsible. 

Rarely does the individual taxpayer have the inclination, the time, 
the technical understandmg of governmental finances, and the polit- 
ical or public mfluence to act as a guardian of his own and other 
taxpayers’ interests. But what is beyond the capacities of an mdivid- 
ual may be accomplished by many taxpayers acting in conjunction 
as a “pressure group.” And programs of administrative improve- 
ment that would be beyond the power of state and local officials act- 
ing as individuals may be undertaken by state, regional, and na- 
tional associations of such officials. 

Taxpayers associations 

Outstanding among the economy “pressure groups” are the tax- 
payers associations.^® A survey in 1927 discovered twenty-four state 
and nineteen local taxpayers associations. In 1937 eighteen active 
state associations and thirty-seven active local organizations were re- 

The Kational Tax Association, organized m 1907, is not to be confused with the tax- 
payers associations described m the text above This association, through its annual con- 
ferences, piovides a forum where tax administrators and tax scholars can exchange views 
and information By concentrating the attention of its rncmbcis on desirable fiscal reforms, 
It has proved a potent force for fiscal progiess in the United States Ihe published reports 
of the proceedings of its annual conferences and ^the files of of its monthly Bulktin constitute 
an invaluable library of fiscal information* 
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ported. Hundreds of such groups have been established since 1920, 
but the mortality has been high and only the effective ones survive. 

Taxpayers associations are supported by voluntary contributions — 
either fixed in amount or proportioned to taxes paid — from their 
members. With the funds so raised, a paid secretary is employed to 
attend budget hearings, analyze expenditure and taxation projects, 
publicize the policies and findings of the association, and lobby in 
the interest of public economy. A few of the larger state associa- 
tions, of which the California Taxpayers Association is- an outstand- 
ing example, maintain permanent research staffs, and make extended 
studies mto the finances of their state and local governments. Some, 
like the Indiana association, have built up an effective structure of 
county and municipal subcommittees or subassociations which, with 
the advice and assistance of the central organization, work on prob- 
lems of local finance. 

Taxpayers associations may be divided into two classes on the 
basis of their purposes. The first class, which includes most of the 
larger and more successful associations, confines its attention to gov- 
ernmental expenditures and seeks to prevent extravagance and graft. 
The second type concerns itself not only with governmental expendi- 
tures but also with taxes and their social aspects. Associations of 
this second type often meet with dissension among their own mem- 
bers because of divergent views on tax policies, and eventually this 
leads to their disruption. 

Bureaus of municipal research 

Efficiency in city government is promoted by a special type of civic 
“pressure group” — the bureau of municipal research. The first of 
these organizations was formed m New York City in 1906 under 
the name “Bureau of Civic Betterment,” and reorganized a year later 
with the name “Bureau of Municipal Research.” On this occa- 
sion it stated the following objectives, which have smce become es- 
tablished as the program for bureaus of municipal research all over 
the country: 

20 In 1922 the New York Bureau was agaiu reorganized, as the National Institute of 
Public Administration 
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(1) to promote efficient and economical government, 

(2) to promote adoption of scientific methods of accounting 
and reporting details of municipal business, with a view to facili- 
tatmg the work of public officials; 

(3) to secure constructive publicity in matters relating to 
municipal problems; 

(4) to collect, classify, analyze, correlate, mterpret, and publish 
facts on the admmistration of municipal government. 

The outstanding accomplishments of the New York Bureau of 
Municipal Research stimulated the creation of similar bureaus in 
other cities. One was established in Philadelphia in 1908, a third in 
Cincinnati m 1909, a fourth m Chicago, and m rapid succession still 
others in other cities, until now there are over sixty. 

Most bureaus of municipal research are independent organiza- 
tions, financed by voluntary contributions. A few receive their sup- 
port from community chests, some operate as departments of cham- 
bers of commerce or boards of trade, and some are financed by the 
treasuries of the cities they serve. Like taxpayers associations, their 
main effort is to cooperate with the elected and appointed officials of 
their communities Only in extreme cases do they appeal to public 
opmion agamst these officials. By givmg city voters unbiased facts 
on the conduct of city government, and through adroit use of pub- 
licity, they have contributed profoundly during the past thirty years 
to the improvement of municipal government.^^ 

Professional administrators’ associations 

Mutuality of interests on the part of officials engaged in identical 
or similar public activities has stimulated the formation of a number 
of national “public professional” associations. One of the oldest and 
most active is the Municipal Finance Officers Association of the 
United States and Canada, which was formed in 1906. A score or 
more of such assoaations are now in existence — am ong them, to 
mention hut a few, the International City Managers Association, the 

Governmental Research Conference, Twenty Years of Municipal Research (New York, 
1927), David B. Truman, The Educational Functions of the Muniapal Research Bureaus 
(University of Chicago, Chicago, 1936) 
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National Association of Purchasing Agents, the National Association 
of Assessing OlEcers, the American Public Health Association, the 
American Society of Municipal Engmeers, the International Asso- 
ciation of Chiefs of Police, the International Association of Public 
Works Officials. 

To a considerable extent these organizations are social societies — 
their annual conventions provide their members with a pleasant 
yearly junket and opportunity to meet other individuals “who speak 
the same language.” But to an mcreasmg degree, these associations 
are becoming agencies of improvement, reform, and progress m 
their respective fields. Individuals and committees conduct serious 
research into topics of interest to the membership of the associations, 
and the resulting reports frequently become milestones of accom- 
plishment m their particular fields. Of course, smce each association 
IS mterested m promoting the growth of its own professional field, 
their mfluence is towards expansion rather than contraction of gov- 
ernmental functions. By promoting efficiency in their respective 
fields, however, they frequently accomplish highly commendable 
economy in the employment of public funds. Many of the recom- 
mendations for fiscal improvement that appear in this volume are 
derived from reports of the various “public professional” associa- 
tions. 

Other economy “pressure groups” 

Governmental waste and extravagance, particularly in the state 
field, add to the tax burdens of business. So the state and national 
busmess associations, among their other activities, keep a watchful 
eye on governmental expenditures and are active m promotmg pub- 
lic economy. In this group are the National Association of Manu- 
facturers, the United States Chamber of Commerce, the American 
Bankers Association, the National Association of Real Estate Boards, 
as well as the state chambers of commerce, the state manufacturers’ 
and merchants’ associations, and the state and local real estate boards. 
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Government Enterprises 

State grain elevators, the Alaskan railway, county airports, city 
waterworks and electric light systems, and other government enter- 
prises involve substantial capital and operatmg expenditures. Un- 
like the public functions studied in the precedmg six chapters, how- 
ever, their operations produce income — ^usually somewhat less than 
their overhead and operating costs, occasionally greater. As we 
shall see, government enterprises fit smoothly into the general theory 
of public functions and expenditures, but, since their revenue-pro- 
ducmg aspect raises special problems, it is advisable to give them 
special consideration. 

GENERAL CONSIDERATIONS 

In Chapter I it was established that the theoretical justification for 
any public function is its inherent element of indivisible social bene- 
fit. Specific mdividual benefits are but incidental by-products. If 
these incidental mdividual benefits are measurable, the beneficiaries 
may be called upon to pay for them. But such payment is not an 
essential element of ordinary public functions — in fact, one criticism 
of the American system of fees and charges made in Chapter XXIV 
IS that our state and local governments unnecessarily ignore this 
source of revenue. 

But in the case of government enterprises, the emphasis is in- 
verted. Specific individual benefits overshadow the general social 
benefits — the latter rather than the former assume the status of by- 
product. To every shipper who uses a state canal, its transportation 
facilities are of measurable value; incidentally, the agriculture; com- 
merce, industry, and general economic well-being of the state are 

furthered. A municipal water system supplies water of measurable 
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value to each individual and industrial user; over and above this 
private benefit is the maintenance of the community’s living and 
sanitary standards. A city electric light plant likewise purveys to 
individuals, socially, it may save these same users — considered as a 
community — from exploitation by a private utility system too power- 
ful to be subjected to effective regulation. 

1) Scope of government enterprise 

“Social benefit” may be a general argumentative justification for 
government enterprises. But it no more contributes a criterion for 
the proper scope of government enterprises than it does for the 
sphere of public functions generally. An extreme collectivist would 
assert that the elimination of private profit is sufficient social benefit 
to justify the complete supplanting of private enterprise by govern- 
ment enterprise. An extreme individualist would deny, and just as 
reasonably, that any social benefit inheres m the postal system’s dis- 
tribution of direct-mail advertisements and love-story magazines at 
less than cost. He would insist that the postal system be turned 
over to private enterprise and be operated for private profit. Cate- 
gorical assertion and categorical denial are matched agamst each 
other. Once again, economic theory is unable to provide a yardstick 
for concrete action, and the issue must be left an open battle between 
opposing political faiths and prejudices. . 

Many special justifications have been advanced at various times 
in support of particular government enterprises. Upon analysis, 
however, they turn out to be but variants of the “social benefit” idea. 
They no more prove a case for government enterprises than the op- 
posing categorical denials establish a case against. As bases for ac- 
tion these arguments can be ignored; as an important element in 
our fiscal literature, they deserve analysis. 

Two arguments which still occupy considerable place in foreign 
literature on government enterprises have little current application 
in the United States. Projects too large to be encompassed by ac- 
cumulations of private capital in “young” countries, it is argued, 
must be undertaken by the government. This justification, ad- 
vanced in support of canal construction by the American states dur- 
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ing the second quarter of the nineteenth century, appears today in 
Canadian and Australian literature on public utilities. But a resur- 
rection of the “pauaty ■oL.pr.iya.tf.. capital.” argument in twentieth- 
century United States would be ridiculous, since the present invest- 
ment banking structure is quite capable of focusing billions of dollars 
of capital on any undertaking which holds out promise of profit. 
Our writers on government enterprises have sensibly made no use 
of it. 

German and French writers frequently point out that government 
ownership and operation of railroad, telegraph, and telephone sys- 
tems in those countries permit lines to be so planned that they will 
contribute to offensive and defensive strategy in time of war For- 
tunately the specter of war and invasion does not forever haunt the 
United States. Economic, not military, considerations have dictated 
the routmg of our transportation and communication facilities But 
we must not overlook the fact that naval strategy — unification of the 
defense of our Atlantic and Pacific coasts — ^was a prime factor in the 
building of the Panama Canal by the federal government. 

The argument which is the mamstay of American proponents of 
“public ownership” turns upon the consideration that only a govern- 
mental unit IS m a position to purchase a social benefit by sacrific- 
ing profit. 

Even when private business or industrial activity is in the category 
of public service activities, such as transportation, communication, 
or the distribution of water, gas, or electric power, it must be per- 
mitted to charge rates which will net a reasonable return upon its 
investment. Often, however, some factor of general public benefit 
runs directly counter to the desire for profit. Private enterprise 
may find no profit in conserving natural resources for future gen- 
erations. To encourage the free use of water, it may be socially de- 
sirable to charge a special low water rate in slum districts. It may 
be advisable to transmit newspapers and other publications through 
the mails at less than cost to encourage the dissemination of knowl- 
edge through printed matter. City growth may be furthered by 
running a car line into an unsettled suburb despite the heavy expense 
and the certainty of a net loss for several years. Private enterprise, 
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realizing that its prosperity depends in the long run upon commu- 
nity development, may sacrifice high present profits for larger futture 
profits, but it can never discard the profit standard outright. In thcj 
operation of an enterprise touched with a public mtcrest, only a gov-j 
ernment can put public purpose before profit, smce it can meet defi-| 
cits out of tax funds. 

Several new arguments, turning upon peculiar current situations, 
have been developed in recent years in support of particular govern- 
ment enterprises. Stare mfinopnlips nf hgnnr distribution, in Canada 
and in sixteen American states, are based on the doctrme that a gov- 
ernment can limit the production and consumption of a socially 
pernicious commodity by directly engagmg in such busmess. Prior 
to the Federal Power Act of 1935, the extension of public ownership 
of electric power systems was frequently advocated on the ground 
that holding company tie-ups of public utilities had progressed be- 
yond the point where they could be controlled by state regulatory 
bodies. Public ownership of utilities, it was contended, was the only 
means to safeguard the consumer agamst exploitation. Closely allied 
is the argument, advanced not long ago in support of the TVA 
power program and of a proposed New York City power station, 
that such government enterprises will provide a yardstick to deter- 
mine what rates private utilities shall charge. 

Einally, we occasionally meet the proposition that a government 
may reduce the tax burden by operatmg an enterprise to yield a net 
revenue. That is the primary basis for the European tobacco mo- 
nopolies, and the argument has been advanced m this country as 
supplementary support for state monopolies of liquor distribution. 
Occasionally a “taxless town” boasts that its electric power plant 
yields such a substantial net revenue that property tax rates have 
been abolished. Upon examination, however, this “revenue justi- 
fication” of government enterprises appears particularly weak. A 
net revenue is generally obtained only by sacrificing social objectives 
of greater importance. The pomt has been made, and soundly, that 
the European countries would probably obtain larger revenue and 
enjoy a better product if tobacco manufacture were left to private 
enterprise and commodity taxes imposed on the output. 
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The “relative efficiency” issue 

Throughout the controversy over government enterprises, the 
principal charge brought against them is that they operate less 
efficiently than private enterprises, giving rise to a net economic loss 
which more than offsets any social benefit. Government enterprises, 
say the opponents of public ownership, are not compelled to explore 
every avenue of economy and efficiency since they are under no com- 
pulsion to produce more profit for an exigent group of stockholders. 
Furthermore, the management of a government enterprise fre- 
quently owes its office to political mfluence, and the malignant 
shadow of politics is ever present. Bureaucratic organization — in- 
evitable under pohtical management— means “red tape” and inflexi- 
bility in the face of changing conditions. • 

Proponents of government enterprises insist that the charge of 
politics IS overdrawn. Some enterprises have suffered on this score; 
many more can boast of their freedom from political interference. 
And still greater independence is gained by the creation of independ- 
ent corporate entities, like those recently established by the federal 
government, for the operation of public enterprises. Managers of 
such government enterprise corporations stand on the same footmg 
as managers of private utility corporations. Moreover, bureaucratic 
mflexibility in government enterprises is more than matched by 
bureaucratic inflexibility of entrenched private utilities whose mo- 
nopoly positions are buttressed by long-term franchises. 

Fair comparison of the operating efficiency of public and private 
enterprises is difficult. Since a government enterprise may delib- 
erately forego profit in the interest of a social benefit, earning and' 
profit standards cannot be applied. Unit costs also fail as a yard- 
stick. In the utilities field, the natural difficulties, and hence the 
costs of production and distribution, vary from locality to locality 
and from enterprise to enterprise. Then, too, for the sake of ulti- 
mate social benefit, a government enterprise may deliberately as- 
sume certain costs which a private enterprise would avoid, such as 
running pipes or transmission lines to isolated or sparsely settled 
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neighborhoods. And finally, cost items included by a private utility, 
such as taxes and interest on a bonded debt, may be excluded from 
the calculations of a government enterprise. 

Probably the comments made about government activity in gen- 
eral in the opening paragraphs of Chapter V— that its best is above 
the standard for average private business, that its average is below 
the standard for the best of private business — would apply to the 
field of government enterprises. Although this does not answer the 
question, “Are government enterprises more or less efficient than 
corresponding private enterprises the factual information available 
does not permit of any other fair answer. 

Profit policy of government enterprises 

Should a government enterprise be run at a loss ? Should it just 
cover costs.? Should it earn a profit? 

No uniform prmciple applies to this issue. Whether a government 
enterprise should earn a profit or meur a loss must be determmed 
by its nature and the surrounding circumstances. Where, as m six- 
teen states, a state operates a liquor sales monopoly to restrict con- 
sumption through limited sales and high prices, the enterprise should 
earn large profits. Where a government seeks to encourage the cir- 
culation of newspapers and other printed material by low mailing 
costs, the mail service must necessarily incur a deficit. Government 
enterprises, as we noted a few pages back, are primarily justified by 
some element of general public benefit; fiscal considerations are sec- 
ondary. And the public 'must pay for this benefit by sacrificing 
operating profits and even by paying off operating deficits. 

Since American gnveenme nt enterprises are usually founded be - 
r-iujig prlvotP cannot w ield ^.the same general public ben efir 

and still earn a profit, it should follow that most government enter- 
prises earn no profits. It is well known that the postal system, the 
Emergency Fleet Corporation, and several other services have in-_ 
curred deficits which the federal government has met out of its gen- 
eral revenue. Operatmg expenses and revenues of state enterprises. 
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exclusive of liquor monopolies, balanced at $19,800,000 in 1938. In 
the same year, operating expenditures of municipal enterprises in 
cities with populations over 100,000 were $454,000,000, as contrasted 
to their gross income of $421,000,000. 

State and municipal enterprises would show even larger deficits 
but for certain peculiarities in accounting procedure for govern- 
ment enterprises. State and municipal enterprises, with few excep- 
tions, are established with borrowed money, but instead of charging 
the interest on such loans agamst the gross income of the enterprise. 
It IS frequently paid out of general government funds. Moreover, 
government enterprise accounts do not always allow for the amor- 
tization of capital debt, and principal as well as interest may be paid 
out of the general funds of the government. EuoaUy, when such en- 
terprises operate under private ownership, they are subject to heavy 
taxes, as government enterprises, however, they are usually exempt. 
Against these three items of concealed expenditure must be set an item 
of concealed income. Government enterprises, particularly those 
providing water, gas, electric power, generally serve other govern- 
mental departments without charge. Despite this item of concealed 
income, however, it is probable that were concealed expenditures 
taken into account, many more municipal and state enterprises 
would' show a net deficit instead of a net profit on current opera- 
tions. In individual cases, of course, government enterprises do yield 
a true net revenue to their governments. 

Deficit, opetatinn of a government enterprise, it must be empha- 
sized again, is . jiat cause for 4:nti c ism . When the enterprise 

gives rise to a valid social benefit, the community pays for that 
benefit by covering the deficit out of general tax funds. But no 
worthy purpose is served by using tricky accounting practices to 
conceal the deficit. Public enterprises should count interest on capi- 
tal debt as a cost, even when the governmental units behmd them 
issue the bonds and pay the interest on them from general funds. 
Depreciation and obsolescence reserves, identical with those which 
a comparably situated private enterprise would establish, should be 
maintained. These overhead costs can no more be ignored by a 
government enterprise than by a private enterprise. Their omiS' 
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sion from the accounting setup falsifies the picture that taxpayers 
and consumers of the enterprise’s services should have. 

Frequently the drfint nperatinp of government enterprises is con- 
demned for shifting a cost burden from consumers of the services 
to taxpayers. Of course, a cost burden is shifted from the one group 
to the other. But while such shifting does take place, it is not nec- 
essarily a matter for condemnation. To the extent that the enter- 
prise contributes to the general public welfare as well as provides a 
service for individual customers, such shifting is warranted. Both 
taxpayers and users owe some contribution to the creation and mam- 
tenance of a municipal ferry or toll bridge which bmds a city into a 
more cohesive unit, facilitates its development, widens it as a market, 
(enhances property values. Were a schedule of charges to cover all 
costs, it would shift onto the users a burden more properly belong- 
ing on the taxpayers. Only where it can be shown that no general 
benefit accrues to the community as a whole, where all benefit re- 
dounds exclusively to the customers of the enterprise, is there a clear 
case for covering all costs out of charges. 

Government enterprise charges 

Government enterprises may charge either “prices” or “rates.” A 
“price” is identical for government and private enterprise; it is a 
charge per unit of materiaLsold or service performed. A “rate,” un- 
like a “price,” is based on some circumstance other than the unit of 
material or service. 

Whether the charges should be in the form of “rates” or “prices” 
depends upon the character of the particular enterprise. The fed- 
eral postal service is operated on a “price” basis Municipal gas and 
electricity is usually metered as it is delivered to individual con- 
sumers, and a “price” is charged for the supply. Municipal water 
systems, however, may be financed by “rates.” Instead of installmg 
meters, a flat charge is made per house, or per family, or per faucet 
in each house. Such water rates are graduated, as a rule, according 
to whether the water is used for personal consumption or for indus- 
trial operations. A rate system has the advantage of saving the cost ^ 
of metering, but fails to apportion the charge directly to use. , 
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Incorporation of government enterprises 

Traditionally, government enterprises have been operated under 
departmental authority. Their activities are subject to legislative 
control like those of any other administrative function. Their per- 
sonnel is part of the general personnel of the governmental unit, and 
subject to the same civil service and salary regulations Their 
finances are part of the general finances of'ihe unit, and are subject 
to the regular pre-audit and post-audit. 

A number of early federal enterprises could not follow this tradi- 
tion. The First and Second United States Banks obtained their capi- 
tal from private mvestment as well as from the federal government, 
and were established as federal corporations. The same arrange- 
ment, for the same reasons, was worked out for institutions of the 
federal farm credit system. In acquiring properties and rights neces- 
sary for the building of the Panama Canal, the War Department 
obtained a complete operating corporation, the Panama Railroad Com- 
pany; the corporate entity of this enterprise was retained. The Wil- 
son Admmistration found it advisable to incorporate a number of its 
special war agencies — the War Fmance Corporation, the Emergency 
Fleet Corporation, the U. S. Grain Corporation, the U. S. Housing 
Corporation, and others. By incorporation, these agencies obtained 
the important advantage of flexibility of policy and freedom from 
admmistrative “red tape.” Most of them were liquidated during 
the early postwar years. 

When the Roosevelt Administration inaugurated its program of 
federal credit insurance and power enterprises, it found the corporate 
form well suited to its plans. Incorporated enterprises would be 
relatively free of Congressional mterference after their initial estab- 
lishment. With their independent capital structures, such corpora- 
tions, while accountable to Congress for their operations, would not 
be beholden for annual' appropriations. They would possess some- 
what the same freedom of operating, personnel, and financial policy 
as private incorporated enterprises. Managerial and personnel con- 
trol could conform to busmess. principles instead of to government 
administratiye routine, which may be sound procedure for ordinary 



GOVERNMENT ENTERPRISES 


179 


governmental functions but be hampering in the enterprise field. 
Another important consideration, these corporations ■would not be 
subject to the legalistic auditing procedure of the General Account- 
ing Office,^ but could have mdependent commercial audits. 

There was no uniformity among these New Deal enterprises as to 
method of mcorporation or type of corporate structure. Eight were 
incorporated m Delaware, whose liberal laws allow the greatest free- 
dom of corporate action. Three Were incorporated in the District of 
Columbia, two in New York, and one each in Washington, Con- 
necticut, Tennessee, and Maryland. 

The general judgment is that the decision to set these federal en- 
terprises free of political control by mcorporating them was a happy 
one. One authority makes the generalization that incorporation of 
government enterprises is desirable whenever they “possess one or 
more of the following characteristics: ( 1 ^ mtimate busmess contacts 
with individuals and companies in rendering them goods or services 
for which unit payment is made upon receipt rather than through 
lump-sum payment of taxation; (B self-liquidation, or an approx- 
imate balance of nonappropriated income with expenditures; (3) 
competition with private businesses, especially when a ‘yardstick’ foi 
determining costs is intended.” ^ 

State and municipal governments so far have not generally en- 
dowed their enterprises with the quasi-independence of incorpora- 
tion. The Port of NewYork Authority and the North Dakota Mill and 
Elevator Association are incorporated state enterprises, and the Boston 
Elevated Railways is an incorporated municipal enterprise, but these 
cases are exceptions. There are no valid reasons why state and local 
enterprises should not profit from the advantages of incorporation, 
and it may be that federal procedure during the past half decade will 
open the way to a new chapter in government enterprise operation. 

FEDERAL ENTERPRISES 

Until recently, the federal government evinced little interest in 
establishing and operating enterprises. The postal system, which 

S John McDjMmid, Government Corporattons and Federal Funds (University of Chicago 
Press, Chicago, 1938), p* 209, 
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dates from the first years of the republic, was long viewed as a 
sovereign rather than a commercial function. With the possible ex- 
ception of the Alaska Railroad, the various federal enterprises estab- 
lished between 1900 and 1933 — ^the Panama Canal, the reclamation 
projects, the Shipping Board, the Inland Waterways Corporation, 
and wartime operation of the railroads — ^were by-products of other 
interests. In the decision to build and operate the Panama Canal, 
naval defense was a primary consideration. Reclamation projects 
were an offshoot of the much broader problem of the disposal of the 
public domain. Federal ventures in foreign and inland shipping 
and in railroad operation were originally incidental to the mobiliza- 
tion of national economic resources for greater wartime efficiency. 

Since 1933, however, under “New Deal” auspices, the federal gov- 
ernment has deliberately “gone into business” — ^power development 
and distribution, housing, credit, insurance, the merchandising of 
electrical equipment. This revolutionary shift m federal policy has 
made the issue of “public ownership” one of immediate moment. 

The postal system 

Congress was specifically given the power “to establish post offices 
and post roads” under Art. I, sec. 8, § 7, of the Constitution, and 
exercised it soon after the federal government was organized. The 
postal department was the fifth federal administrative division to be 
established. Placed on a permanent basis in 1794,- it took over the 
rather informal postal system that had been in operation since 
colonial times. 

During the first fifty years of operation the Post Office Department 
earned moderate surpluses^ from 1841 to 1934, it avoided deficits in 
only eleven years. Postal surpluses were checked in 1845 by the re- 
duction m rates and the extension of the service. The surpluses of 
1849, 1850, and 1851 disappeared when the letter rate was reduced 
from five to three cents per half ounce. When surpluses again de- 
veloped in 1882 and 1884, the letter rate was dropped to two cents per 
half ounce, and subsequently to two cents per ounce. On other oc- 
casions, possibilities of profit have been foregone in order to expand 
th^ service along new and often costly lines. Railroad mail was 
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established as soon as locomotives and cars showed they could cling 
to rails. The registry service was organized m 1855. Urban free 
delivery was introduced m 1863, and the money order system began 
m the year following. Postal cards were authorized in 1873. Started 
in an experimental way in 1896, rural free delivery expanded rapidly. 
The postal savings system went into effect in 1911. Parcel post was 
added to the service in 1913. In 1918, a tentative beginning was 
made at air mail service. Only two branches of the postal service — 
first-class mail and postal savmgs— normally yield a profit; it is in- 
teresting to note that the loss on second-class mail normally just 
about balances the profit on first-class mail. 

Ample evidence has been submitted on numerous occasions to 
show that many details of postal operation are marked by gross mis- 
management. Political appointment to certain grades of postmaster- 
ships prior to 1938 were a constant open invitation to inefficiency. 
Excessive rentals paid for post-office premises suggest an unwhole- 
some touch of graft. And lax accountmg methods mvolve the sys- 
tem m countless petty losses. But to attribute the persistent deficits 
of the postal system to these and other elements of mismanagement, 
as many critics have done, is one-sided reasonmg. At any time from 
1841 on, with even more inefficiency than could fairly be attributed 
to it, the postal department could have earned profits by maintam- 
ing high rates or by limiting operations to profit-yielding lines. In- 
stead, it chose to sacrifice profit for various indirect social and na- 
tional benefits. In the mterest of popular education, it has subsidized 
newspapers and magazines by distributing them at less than cost. 
It subsidized railroads and airlines durmg their developmental pe- 
riods by grants of more-than-cost mail contracts. From the close of 
the Civil War until the passage of the Copeland Shipping Act m 
1936, mail subsidies were a substantial factor m maintaining the 
skeleton of an American merchant marine. 

There should be no relaxation in the campaign for greater postal 
efficiency. That is a desideratum per se. But the issue of efficiency 
should not be confused by drawing in the red herring of postal 
deficits. Postal profit or loss is determmed as much, if not more, by 
extraneous rate and subsidy poheies. 
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Transportation enterprises 

The federal government has made six ventures into the transporta- 
tion field — three apparently permanent, and three temporary in 
character. 

Outstanding among these six enterprises is the Panama Canal. A 
canal across the Central American isthmus, as was recognized far 
back m the nineteenth century, would be of tremendous benefit to 
American and world trade and to American shipping— in fact, an 
isthmian canal was the subject of treaty between England and the 
United States in the 1850’s. By the twentieth century, American in- 
vestment banking institutions were capable of bringing together the 
capital needed for such an enterprise, and a private corporation prob- 
ably could have constructed and operated a Panama canal at a profit. 
But international issues and the potential relation of an isthmian 
c a n al to American programs of naval defense made a private under- 
taking inadvisable. So the federal government acquired the Canal 
Zone, bought out the moribund French company which had been 
digging there, and started construction on the Panama Canal. By 
1921 a half billion dollars had been invested in the enterprise. 

Even the severest critics of government ownership have bestowed 
unqualified praise on the construction and operation of the Panama 
Canal. Efficient operation being unanimously acknowledged, profit 
or loss turns upon the rates charged, and these are determined by 
Congress. The rates which have been set return a revenue ample 
to cover all costs of operation plus a meager maintenance allowance, 
and yield somewhat less than a 3 per cent return on the federal gov- 
ernment’s capital investment. 

Incidental to the operation of the Panama Canal, the federal gov- 
ernment also maintams a Panama Railroad. Well handled under 
independent corporate setup, this small line returns a steady mod- 
erate profit. On the other hand the second federal railroad, the 
Alaska line, operates consistently at a loss. Built by the federal gov- 
ernment between 1914 and 1921 at a cost of $52,000,000 because the 
impossibility of deriving any profit from such an enterprise in the 
near future precluded the application of private capital, the road rep- 
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resented a federal investment in the development of Alaska. Motc«r 
highways now serve much of the territory covered by the railroad, 
and have appropriated considerable part of the traffic it was orginally 
expected to carry. 

On December 26, 1917, the federal government took over the na- 
tion’s railroads, and operated them for twenty-six months thereafter 
at a cost of $1,123,500,000 in immediate deficits, and another $530,- 
000,000 subsequently paid on claims arising out of federal operation. 
Opponents of government enterprise point to this record as an out- 
standmg indication of failure, but the criticism is hardly fan. The 
federal government commandeered the railroads only because they 
had failed to achieve under private operation the continent-wide co- 
ordination of service necessary to the success of the government’s war 
plans. For twenty-six months railroad Imes were a branch of the 
combative service and a subsidiary instrument of demobilization, 
and their regard for costs was but incidental. Furthermore, while 
rates remained unchanged, railroad wages were raised as the cost of 
living mounted, and materials and equipment were bought at the 
prevailing inflated prices. Privately operated, the railroads could 
not have done what they did under government operation— sacrifice 
every other consideration to wartime service. An outstandmg trans- 
portation authority, no advocate of government ownership of the 
railroads, considers that 

it is difficult to understand how the railways o£ the country could 
have been operated with maximum efficiency and with minimum 
injury for the future except as they were. . . . Federal operation 
may not have been an entire success but when judged upon the 
basis of its accomphshments and failures, the obvious defense is 
that results might easily have been less satisfactory under any 
other plan.® 

Shipping operations of the federal Shipping Board and its sub- 
sidiary, the Emergency Fleet Corporation, were likewise a wartime 
expedient. Unlike federal railroad operation, however, federal ship- 
ping activity could not be liquidated immediately after the war. By 

3 Sidney L. Mfller, Inland Transportatton (McGraw-Hill Book Co , New York, 1933), 

p. 168 . ! 
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1922, federal shipping agencies had contracted for 2,311 vessels, to- 
taling 13,625,311 tons, a fleet greater than had ever been controlled 
by any other organization or government in the history of world 
shipping. Although the Shipping Board would gladly have dis- 
posed of Its fleet and wound up its affairs, it could not because the 
market was glutted. To preserve the ships from becoming sheer 
)unk, and to conserve an American merchant marine against such 
time as private operation might be able to take over the responsi- 
bility, the Board had to continue as a shippmg operator. Under 
such circumstances, heavy operating deficits were inevitable; they 
continued through the 1920’s and early 1930’s. 

The Inland Waterways Corporation mvolves considerations not 
present m the five other federal transportation enterprises. Federal 
mland water transportation began durmg World War I as a minor 
effort— barge Imes operated on the Mississippi River and New York 
barge canal — on the part of the War Department to relieve railroad 
congestion. In 1924 it was decided to enlarge the enterprise as an 
dxperiment “to demonstrate ... the practicability of mland water 
transportation as a field of private investment.” Some barge routes 
were discontinued, some old and some new routes were turned over 
to a federal-owned corporation — ^the Inland Waterways Corporation. 
Taking into account all special assistance by the federal government, 
the Inland Waterways Corporation has been a costly enterprise, none 
too ef&ciently operated.^ The case for its contmuance is weak. Most 
students of the American transportation problem feel that present 
inland waterway traffic is economically inferior to alternative rail- 
road and motor vehicle transport. Any benefits to shippers of the 
corporation’s less-than-cost service are offset by the loss of railroad 
revenues from this traffic. 

Power enterprises 

Federal activity in the power field is in a preliminary stage. Three 
great river , systems are being harnessed by the federal government 
for the production of hydroelectric power. Work is still proceeding 


* For a contrary view, see John McDiarmid, Government Corporations and Federal Ftfnfl/ 
(University o£ Chicago Prws, Chicago, 1938), p 55. 
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on dams in the Tennessee River Valley, on the Colorado River, and 
on the Columbia River. These projects embrace flood control, irri- 
gation, and land reclamation, as well as hydroelectric power develop- 
ment; mdeed, power production is more or less a by-product. All 
the same, when the power houses associated with these projects are 
completed, they will add substantially to the nation’s power supply. 

From the outset, controversy raged around the power features of 
the Tennessee Valley project. Proponents of the project stated, as 
one of the arguments for it, that it would provide a “yardstick” for 
measuring the eflSciency and rate charges of private power com- 
panies. Representatives of private utilities retort that fair ccwnpari- 
son will be impossible, because the fraction of total capital costs bemg 
allocated to the power elements of the project is inadequate, and be- 
cause the federal enterprise will be free of the taxes borne by private 
companies. Where, under the torrent of charges and countercharges, 
the truth lies submerged cannot be ascertamed at the present pre- 
liminary stage of the project. 

Settlement and resettlement enterprises ® 

In 1902 a Reclamation Act set aside the proceeds from the sale of 
public lands in sixteen designated states as a revolvmg fund for irri- 
gation projects Projects financed from this fund were models of 
sound engineermg, and 700,000 people today live and find their 
livelihoods m the areas thus irrigated and reclaimed But the re- 
sources of the revolving fund could not cover the cost of these under- 
takmgs, and additional revenues had to be voted. Sales and water 
service contracts had to be readjusted as a result of the difficulties en- 
countered in collecting instalment payments from the setders. Some 
$15,000,000 of loss was written off in 1926; further losses will have 
to be taken in the future. 

Part of the Roosevelt “recovery program” was the appropriation of 
$350,000,000 to the Resettlement Administration. Some of this ap- 
propriation was to be utilized for the removal of farm families from 
submarginal lands and their resettlement in areas of better economic 
opportunity. Resettled famiUes, accordmg to the original intention, 


^ General disposal of undeveloped public domain is considered in Chapter X?GV, 
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Tabi3 13 

FEDERAL INVESTMENT IN INCORPORATED FEDERAL 
ENTERPRISES,! 1931-1941 


(Amounts in millions) 


Enterprise 

1931 

1933 

1937 

1941 

War and defense agencies 

$11 

$11 

$8 

$32 

Transportation 





U S Maritime Commission 

$217 

$224 

$87 

$161 

Panama Railroad Co 

42 

43 

44 

52 

Inland Waterways Corporation ... 

24 

25 

25 

24 

Power (TVA) 


• 

$64 

$326 

Agricultural credit 





Farm Credit Administration 

$392 

$555 • 

$191 

$ 66 

Farm credit banks 

34 

168 

671 

518 

Regional ^Tgncultural credit corps , 


150 

•27 

21 

Federal Farm Mortgage Corporation 



176 

100 

Farm Security Administration 



128 

385 

Rural Electrification Administration 



13 

117 

Commodity Credit Corporation . . 

• 


123 

100 

i 

Home Credit 





Home loan banks . . i 


$43 

$121 

$125 

Home Owners Loan Corporation 1 



68 

108 

Federal Housing Administration 



30 

64 

U. S Housing Authority 


. 


137 

Other 


1 

48 

42 

Other credit 





Reconstruction Finance Corporation . 


$1,498 

$1,539 

$557 

Export-Import Bank. . 


• 

18 

184 

Insurance 





Federal Deposit Insurance Corporation 


# • 

$108 

$150 

Federal Savings and Loan Insurance 





Corporation ... 


• 

150 

129 

Miscellaneous . ... 

$40 

$52 

$ 304 ! 

$198 

Total 

$760 

$2,770 

$3,943 ! 

$3,596 


lEiciBaive of the postal system, the Panama Canal, the Alaska Railroad, and the Colorado Elver 
and Columbia Riyer projects, "wbicb are not handled by government corporations. 


Derived from Umted States Secretary of the Treasury, Annual Reporfs* 
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were eventually to repay the government for its expenditures. But 
costs have so far outrun the original estimates that the federal gov- 
ernment, it is now evident, will have to charge off a considerable 
fraction of such expenditures to “general rehef and recovery.” 

Credit enterprises 

Twice during its first thirty years, the federal government partici- 
pated with private capital in establishing commercial banks. In 
1791 the federal Treasury subscribed $2,000,000 of the $10,000,000 
capital of the First United States Bank, m 1816 it subscribed $7,000,- 
000 of the $35,000,000 stock of the Second United States Bank. Both 
mvestments were profitable. But the federal government has made 
no other investment in commercial banks. Although Congress has 
legislated extensively upon bankmg, has established the national and 
federal reserve bankmg systems, it has not authorized the federal 
government to engage or participate in commercial banking. 

Other credit fields, however, have been entered by the federal gov- 
ernment. In 1916 a federal land bank system was established. Pri- 
vate capital was expected to buy the shares and bonds of the land 
banks, but it was not forthcoming during the war years. The fed- 
eral Treasury had to buy most of the securities to enable die land 
banks to start operations. In 1923 the Treasury subscribed the mitial 
capital of the federal intermediate credit banks. Six years later a 
$500,000,000 revolvmg fund was established to cover credit exten- 
sions to farm cooperatives. In 1932 the Treasury was directed to 
subscribe another $125,000,000 to the stock of the federal land banks, 
and the Secretary of Agriculture was given $200,000,000 for direct 
loans to farmers. Several new agricultural credit agencies the 
Farm Mortgage Corporation, the Commodity Credit Corporation, 
the Electric Homeland Farm Authority, the production credit cor- 
porations, and the banks for cooperatives— were created in the re- 
organization of the federal farm credit system during 1933 and 1934. 
Some were temporary organizations and some permanent, but all 
were supplied with capital by the federal government. By 1937 the 
Treasury had invested over $1,300,000,000 in farm credit institutions. 

In similar fashion the federal Treasury has provided $121,000,000 
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of the $156,000,000 capital of the home loan bank system, estab- 
lished in 1932. It subscribed the entire $200,000,000 capital of the 
Home Owners Loan Corporation, created in 1933. Most of the 
workmg capital of these institutions, however, was raised by the sale 
of bonds. 

Most stupendous of all the “New Deal” credit enterprises was the 
Reconstruction Fmance Corporation. Created m January 1932 to 
extend emergency credit to financial mstitutions and railroad corpo- 
rations, It was enlarged by the Roosevelt admmistration and became 
the source of “shock funds” to stem financial collapse in all fields 
It lent $3,000,000,000 to commercial banks, over $500,000,000 to rail- 
roads, and smaller amounts to insurance companies, municipal cor- 
porations, and industrial corporations. It advanced to the Treasury 
the sums invested in the capital stock of the agricultural and home 
loan institutions, as well as $1,500,000,000 for relief outlays. The fed- 
eral Treasury provided the original $500,000,000 capital of the RFC 
and in addition bought the notes issued to obtam working capital. 

In 1933 and 1934 it was freely prophesied that the RFC, as a gov- 
ernment enterprise, would not exercise proper business discrimina- 
tion in makmg its loans and mvestments, that many would not be 
repaid, and that the federal Treasury would eventually sustain heavy 
losses. The writing off of $2,700,000,000 of its assets as uncollectible 
in 1938 might seem to lend color to this criticism, but these sums 
were relief advances to government agencies and had been viewed 
as outright grants at the time they were made. The time has not yet 
arrived when the validity of this charge can be estimated. As of 
December 31, 1940, $6,481,000,000 of RFC’s $8,310,000,000 advances 
to private agencies had been repaid. 

Insurance enterprises 

Part of the program of financial reform incorporated in the Bank- 
ing Law of 1933 was the provision for the insurance of bank deposits. 
The insurer would be the Federal Deposit Insurance Corporation, 
whose creation was authorized by the act. Of its capital, $150,000,- 
000 was furnished by the federal Treasury, the remainder partly by 
the federal reserve banks and partly by the commercial banks which 
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were to have their deposits insured. To insure the accounts of sav- 
ings and loan associations, building and loan associations, and cer- 
tain other institutions, similar provision for a Federal Savmgs and 
Loan Insurance Corporation was made in the Federal Housmg Act 
of 1934. A further venture in federal msurance was made m 1938 
with the creation of the Federal Crop Insurance Corporation, to in- 
sure wheat raisers against losses from extraneous causes. 

Critics condemn the principle of deposit insurance, and the terms 
on which the FDIC and the FSLIC extend the insurance. They 
prophesy disastrous failure of federal enterprise m this field. Eulo- 
gists praise financial insurance as one of the soundest accomplish- 
ments of the “New Deal.” This again is a controversy which time 
alone can settle. v 

STATE AND MUNICIPAL ENTERPRISES 

In comparison with the scope of their general functions, state gov- 
ernments enter much less mto the field of enterprise activities than 
either the federal or municipal governments. Partial explanation 
is the unfortunate state experience with banking, canal, and railroad 
enterprises during the 1830’s and the 1850’s. Another reason is the 
anomalous economic character of state areas — they have, as a rule, no 
relation to broad regional service needs, yet they are too extensive to 
provide local services effectively. 

Early state enterprises 

Most American states were enthusiastic investors in financial and 
transportation enterprises during the first half of the nmeteenth cen- 
tury. They became majority or even sole stockholders of commer- 
cial banks. They built canals. They held shares in railroad com- 
panies. Between 1830 and 1836, state debt — ^practically all of which 
was incurred to finance these enterprises — ^increased from $26,000,- 
000 to $175,000,000. 

Of course, general public benefit was an important consideration 
in launching all these enterprises. But quite as important was the 
doctrine of “state capitalism” then current. States were urged to 
borrow, and invest their borrowings in profit-producing enterprises. 
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Dividends were expected not only to exceed the interest on the 
borrowed funds, but to provide in addition an investment income 
sufficient to cover current state expenditures. Upon the establish- 
ment of the Bank of Alabama in 1836, that state abolished its tax 

ii 

system; bank stock dividends, it was thought, would provide the 
state government with sufficient revenue to cover its expenditures. 

Rude awakening came with the depression of 1837-42. Instead of 
distributing profits, the state-owned banks, canals, and railroads in- 
curred deficits. Seven states defaulted on the interest due on enter- 
prise bonds, two entirely repudiated their issues. Despite this ex- 
perience, a number of southern and western states invested heavily 
in railroads and banks during the late 1840’s and early 1850’s. Sev- 
eral of these enterprises involved their state governments in heavy 
losses durmg the depression of 1857-60. 

Most scholars who have studied pre-Civil War state enterprises 
agree that they were foredoomed to failure. They were undertaken 
as profit ventures by organizations absolutely unfitted for business 
activity. State governments were exclusively political organisms; 
administrative techniques simply did not exist. Politics dominated 
the establishment and management of most of these enterprises. In 
good years they might prosper m spite of maladministration. But 
they were badly geared to the economic order, and could not with- 
stand the stresses of depression periods. 

Current state enterprises 

Sixteen states by 1938 had profitable liquor monopolies. Seven 
provided h^arbor facilities; the Port of New Orleans facilities, with 
annual receipts and costs in excess of $5,000,000, is the largest present 
state enterprise. Two states operated canals.® Irrigation projects, 
toll bridges, ferries, electric railroads, coal mmes, cement plants, 
warehouses and grain elevators were among the other state enter- 
prises reported in 1938. The liquor monopolies showed a profit of 

•Between 1903 and 1931, New York expended over $175,000,000 in improving the old 
Ent Canal, and now maintains it as the New York Barge Canal. Since no tolls are 
charged, however, this canal cannot be counted as a state enterprise, but is to be considered 
i ^cncT^ state £uiiction> like the free motor highways 
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$59,000,000. For other state enterprises, costs and receipts balanced 
at $19,800,000. 

Outstanding among state enterprise ventures m recent years have 
been those of North Dakota and South Dakota. At the behest of 
agrarian interests. North Dakota during the 1920’s established a 
creamery, a gram elevator, a flour mill, a state bank with agricul- 
tural credit as its mam field of activity, and — a sop to urban interests 
— a home-buildmg program. Subsequently the state undertook to 
extend farm mortgage credit. In the same period, South Dakota 
embarked upon a rural loan system, state hail msurance, state bank 
deposit guaranty, the manufacture and sale of cement, coal mming, 
and gasoline distribution. In addition, it undertook the manage- 
ment of farm properties acquured by the state through foreclosure on 
rural credit loans, and operated by tenant farmers under lease. 

There can be no question of the necessity for farm credit facilities 
in the Dakotas during the early 1920’ s. But, with the federal land 
banks and the jomt stock land banks ready to extend credit where 
adequate security was forthcoming, the need for state farm credit 
is open to question. The farm credit systems of the Dakotas catered 
to the less desirable credit risks. Defaults and foreclosures were 
numerous. By 1933, North Dakota was saddled with over 500,000 
acres of foreclosed land, and South Dakota was holdmg over 1,500,- 
000 acres. State bonds issued to provide funds for the mortgage 
loans on these properties remamed outstanding, of course — ^to be 
paid off out of general state revenues. 

Most of the other Dakota enterprises had sorry records of failure. 
The capital cost of South Dakota’s cement plant exceeded estimates, 
and construction was so long delayed that the plant could not fulfill 
its purpose— the provision of cement to be used in constructing state 
roads. Eventually it was wound up with an operatmg loss of over 
$200,000 and a capital loss of about $750,000. South Dakota’s coal 
mine mvolved a loss estimated at $185,000, and her attempt at gaso- 
line distribution cost $300,000. The state hail insurance and bank 
deposit guaranty were not managed on proper actuarial principles, 
and likewise involved loss. And in North Dakota the state bank, 
the flour mill, and the grain elevator all incurred losses. 
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The bare fact of loss operation is no condemnation of the Dakota 
enterprises. Had the two states purposefully planned to promote 
various public benefits with some element of cost to the state, the 
subsequent losses might be justified. Such was not the intention of 
either state, however, and the financial history of the enterprises is a 
clear record of failure. Many factors, some beyond the possibility of 
control or anticipation by the creators and managers, contributed to 
the failure of these enterprises. The deficit incurred by the North 
Dakota grain elevator and mill, for example, is attributable primarily 
to its having been financed by a 5 per cent bond issue, thus saddling 
It from the outset with a heavy fixed charge, and to depression prob- 
lems that affected all business.^ But the outstanding cause of failure 
seems to have been the surrender of critical economic judgment to 
political pressure. 

Municipal enterprises 

Enterprises are rarely operated by counties, towns, and other units 
of rural government, but they are a common item of city govern- 
ment. In 1938, all but one of the 94 cities with populations over 
100,000 operated enterprises. 

Water supply systems account for nearly half the total investment 
and operatmg finances of municipal utilities. In this field, munic- 
ipal ownership and operation overshadows private enterprise. Ac- 
cording to a recent survey, 7,853 of the 10,789 water systems in the 
country are municipal enterprises. 

In 1932, 1,800 of the country’s 3,400 electric power systems were 
mumcipally owned — ^mostly by small cities. Half of these were both 
producing and distributing systems; the other half confined them- 
selves to distribution only. But compared with the average private 
plant built to service a large area, the average municipal electric 
power plant is small. In 1932, the municipal plants produced only 
6 per cent of the country’s total power output. During the past 
decade, as a result both of indiscreet private utility policies and of the 
open encouragement of the Roosevelt administration, the field of 


^ Gilbert W. Cooke, “The North Dakota State Mill and Elevator,” Journal of TfoiiticaJ 
Economy. Voi XLVI, 1938, pp 25-51, 
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municipal electric power enterprise has probably shown a sHght 
extension, in contrast to the marked decline that occurred during the 
1920’s. 

Among other instances o£ municipal enterprises may be noted 
the hundreds of airports established m recent years, the dock systems 
of New York, Los Angeles, Philadelphia, and a score of other cities, 
the New York City ferry system, some forty gas systems, street rail- 
way systems, a large number of bus systems, and occasional munic- 
ipal toll bridges. The largest single municipal enterprise at the 
present time is the New York City subway system, representing an 
investment of about $1,500,000,000 and with annual operating reve- 
nues approximatmg $115,000,000. 
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CHAPTER VIII 


Constitutional Aspects of Taxation 

Taxes are levied through the agency of laws enacted by legislative 
bodies. Congressional power to enact tax laws for the federal gov- 
ernment is prescribed by the federal Constitution. State legislatures 
are limited in their power to enact tax laws by the federal Constitu- 
tion and by the constitutions of the several states. And the powers 
of local governments to levy taxes are granted by state constitutions 
and statutes, and are subject to the limitations of the federal Constitu- 
tion, the state constitutions, and state statutes. 

With the courts rests the ultimate determination of whether a tax 
statute is valid under federal and state constitutional limitations. 
Federal courts have the final word on the validity of a federal, state, 
or local tax law under federal constitutional limitations. State courts 
determme whether a state or local tax conforms with the limitations 
of a state constitution. 

No matter how desirable from an economic, distributional, or ad- 
ministrative viewpoint, a tax may not be levied if it is held to con- 
travene constitutional limitations. To understand American tax 
problems, therefore, involves an understandmg of the constitutional 
principles underlying the leyy of federal, state, and local taxes. 

GENERAL LEGAL PRINCIPLES OF TAXATION 

' Certain basic legal principles of tax levy, more fundamental even 
than constitutional prescriptions or limitations, derive from the very 
character of government itself, or from the common law which ante- 
dates all American constitutions. A brief survey of these basic legal 

principles must precede an analysis of constitutional tax law, 
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Power to enact tax statutes 

Unless forbidden by express or implied constitutional provision, 
tax laws may be enacted under two sovereign governmental powers 
— the tax power and the police power. Both powers are “inherent” — 
part and parcel of the concept of “the State,” and inseparable from it. 

Definitions of the taxing power, in judicial deasions, in books 
upon constitutional law, and in books upon tax law, are in substan- 
tial agreement despite their diverse wordings. By definition, the tax 
power IS the State’s sovereign power to exact contributions from per- 
sons^ or to make levies upon property. Such power, however, is 
subject to three mherent limitations — (1) the revenue derived must 
be applied to “public purposes,” (2) the persons or property taxed 
must be within the jurisdiction of the State, and (3) the exaction 
must be “reasonably apportioned” among the persons or property 
subject to the tax. 

“Inherent” taxing power and the three “inherent” limitations 
upon it, argue many legalists, pre-exist in every sovereign State, irre- 
spective of constitutional grants and limitations of governmental 
powers. Other writers on constitutional law, refusing to concede 
“pre-existence” of the tax power and its “mherent” limitations, argue 
mstead that both power and limitations must be construed into the 
constitutional document of any sovereign State. Despite the clash- 
ing first premises of these two Imes of argument, the conclusions are 
identical — the government of every sovereign State is invested with 
the power to tax, and these three limitations apply whether or not 
they are covered by a constitutional document. 

In the absence of constitutional limitations, the legislature’s powers 
to set tax rates are generally held to be absolute. Confiscatory rates 
would not mvalidate a tax otherwise valid This principle generally 
applies also to those hcense taxes on special occupations which are 
clearly exercises of the tax power rather than of the police power. 
Some state courts, however, will not permit the use of the tax power 
in a manner that amounts to a prohibition of a useful or legitiraate 
occupation. - 

} ^ lacluding corporations wfikb, accordiilg to legal fiction, are ^persons ^ 
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The police power may be defined as the power of a sovereign State 
to control persons and property within its jurisdiction in the interest 
of the general welfare. As indicated in a later chapter,^ license fees 
levied to finance the cost of regulatmg a particular mdustry or occu- 
pation are based on the police power. Legal authorization for cer- 
tain taxes producing a net revenue may also be partly found m the 
states’ police power. It may, for instance, be desirable to restrict the 
performance of an act inherently harmless, but injurious to the 
public welfare if done too frequently. Instead of arbitrarily limiting 
the number of persons who may perform the act or the number of 
times It may be performed, a tax may be levied upon the perform- 
ance of the act, and the desired result indirectly effected. The 
liquor license charges levied m most states can thus be justified as an 
exercise of both the police and the taxing powers.- A number of 
state oleomargarine levies intended to discourage the competition of 
this food with butter, find their support in the police power rather 
t han the tax power. In 1940 Kentucky enacted a cham store levy 
based explicitly on the state’s police power, since a conflict of inter- 
pretations between federal and state courts made it impossible to 
enact a chain store tax under the state’s tax power that would be 
sustained in both courts. 

Governments, it is sometimes argued, may derive the right to 
levy certam taxes from specific powers other than the tax power and 
the police power. Thus the Supreme Court has held that Congress 
may levy customs duties as an exercise not only of the specific grant 
of this particular tax power in the federal Constitution, but also of its 
power to regulate foreign commerce.® It has also been argued that 
Congress may impose a prohibitory tax on state bank liotes as an in- 
cident of Its power to regulate the currency.^ But it can be argued 
that the powers to regulate mterstate commerce and currency are 
themselves merely specific phases of police powers granted to Con- 
gress under the Constitution. A protective tariff and a state bank 


* Chaptar XXIV, p 592 of this volume. 

^Hampton and Co v. U S . 276 U. S, (1928) 394; Board of Trustees of Umuersity of 
Illmots V. V S.. 289 U. S (1933) 48. 

^ Veante Bank^ v Venno, 8 Wall (1869) 533. 
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note tax, therefore, could be interpreted as exercises of a federal 
police power. 

Inherent, designated, and delegated powers of taxation 

The tax power having been described as an “inherent” power of 
“sovereign” governments, it is pertinent to inquire what American 
governments are “sovereign.” 

When the thirteen colonies threw off English sovereignty by the 
Declaration of Independence, they acquired the status of independ- 
ent sovereign states. The Treaty of 1783 confirmed this assumption 
of sovereignty. As each new state entered the federal union, it ac- 
quired a standmg coequal with those already members, and itself 
became sovereign. By historical premise, the forty-eight states arc 
clothed with full sovereignty, and are therefore full masters of the 
“inherent” power of taxation. Checks to the exercise of their tax 
powers are the self-imposed limitations of their state constitutions 
and the limitations of the federal Constitution, which they accepted 
by ratification. 

The federal government owes its existence to the federal Constitu- 
tion. Such elements of sovereignty as it possesses were direcdy or by 
implication bestowed upon it by constitutional provision. Tax 
power IS not “inherent” m such a limited sovereignty. Rather, like 
all the other powers of the federal government, the tax powers are 
designated by the federal Constitution. 

A local government is merely an instrumentality of a state govern- 
ment, organized to perform specified governmental functions; it 
lacks mdependent sovereign status. It has only those attributes of 
sovereignty delegated to it by the state law under which it is or- 
ganized. Among the powers delegated to local governments are 
their powers to tax. By immemorial custom, the creation of a local 
government carries with it, in some states, the delegation of tax 
powers. The constitutions of other states provide that the creation 
of a local government implies a delegation of tax powers. Still other 
state constitutions require that such delegation of tax powers be spe- 
cifically expressed in the statute organizing a local government or a 
class of local governments. 
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Sometimes it is said that legislatures “delegate” certain tax powers 
to such administrative bodies as tax commissions and assessment 
boards, but this is a mistaken view. Sovereign tax power is a legisla- 
tive attribute, and the legislature cannot delegate the determination 
of tax bases and tax rates to any other branch of the government.® 
The utmost it can do toward investing another branch of the gov- 
ernment with tax powers, is to authorize a board or other official 
body to promulgate administrative rules and regulations and to or- 
ganize assessment and collection machinery. 

APPLICATION OF CONSTITUTIONAL LIMITATIONS 
TO TAX STATUTES 

Judicial determmation of the constitutionality of tax statutes is 
partly a procedure of strictly syllogistic reasonmg, partly an applica- 
tion of authoritarian rules and judicial prejudice. Logical deduction 
governs the application of a construed constitutional rule to a con- 
strued tax statute. The constitutional rule is the first premise of a 
syllogism. Second premise is the statute in issue. Given these two 
elements, the conclusion of validity or invalidity is the product of 
mechanical logic. 

But before the courts can apply this routine reasoning, they must 
construe the meaning of the constitutional limitation which the tax- 
payer msists is a bar to the levy of the tax being contested. Next 
they must construe the meanmg of the tax statute. Logic is no guide 
when the issue is one of construction. Rather, the two determinants 
are the legalistic principle of stare dectsts — the acceptance of prior 
judgments on the same point— and the arbitrary personal convictions 
of the individual judges who sit on the issue. 

As new -judges with new personal convictions enter the federal and 
state courts, or as current incumbents change their convictions, the 
constructions of constitutional phrases and tax statutes undergo 
transformation Outright reversals of die opinions of earliei; courts 
are rare phenomena. But frequently only lip service is paid to the 
principle of stare decisis. Judicial acumen can always find a basis for 

' and Co v V S , 276 U S (1928) 394, Panama Refining Co v Ryan, 293 

U S (1935) 388 These tyvo cases apply to the federal government, but the same rule 
also holds for state governments. 
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distinguishing the law at issue from a similar law covered by an 
earlier decision. Thereupon an exception can be construed into the 
constitutional principle which serves as first premise for the judicial 
syllogism. If the issue is a fine one, an exception can be made upon 
an earlier exception — or a qualification can be drawn on an earlier 
exception to an exception. 

When other resources fail, a high court wishing to hand down a 
decision m conflict with an established line of law without reversing 
earlier decisions may create a “legal fiction” — ^it may establish an 
analogy for the case before it and decide the issue on the basis of the 
analogy. Once established, a legal fiction by the doctrine of stare 
decists becomes an mtegral part of the body of rulmg law. Legal 
fictions — “as if” procedures of judicial reasoning — are found in all 
fields of law. Outstanding among the legal fictions of tax law are 
the doctrines of “subject and measure,” “situs” the “personality” of 
corporations, and the “benefit” character of “privilege” legislation, 
considered in this chapter and the next. 

Constitutional tax law embodies definite elements of persistence 
and consistence despite the arbitrary personal factors which enter. 
Slow personnel turnover of the higher state and federal courts en- 
sures a generation of life to much of the constitutional tax law estab- 
lished in recent years. And the present courts must build their inter- 
pretations upon the foundation of older constitutional tax law. 
This older body of tax law may not determine the conclusions which 
the courts currently reach, but it does determine the reasoning by 
which they are reached. 

Doctrine of “subject and measure” 

During the 1900’s the federal Supreme Court wished to liberalize 
the application of some constitutional hmitations to new forms of 
taxation without reversmg earlier opinions. To this end it estab- 
lished the legal fiction of “subject and measure.” ® 

The “subject” of a tax is the class of persons, category of property, 
act, privilege, or other circumstance upon which a tax is levied or 

®The actual terms were given the connotations indicated in the text in Vhnt v Stone 
Tracy Co., 220 U, S (1911) 107. 

^In a frequently quoted passage from State Tax on Toretgn-UeU Tonds, 15 Wall. (1872) 
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the existence of which gives rise to tax liability — or, in the phrase 
currently used by the courts, which “generates” the tax. Thus “male 
persons over the age of 21” may be the subject of a poll tax. A death 
tax may be construed to have as its subject either the “act” or the 
“privilege” of transferring property by bequest, inheritance, or other- 
wise at the death of the owner. “Income” or “the franchise ol 
privilege of doing business within the state as a corporation” may be 
construed as the subject of a state corporation income tax — with 
markedly different constitutional results according to the “subject” 
ascribed to the tax. 

The “measure” of a tax is the unit to which the rate of the tax is 
applied. For a poll tax the measure would be “per person.” For a 
property tax it would be the value of the taxable property stated m 
units of $100 or $1,000. Measure of a motor vehicle license tax 
might be the horsepower of the taxed car, or its value, or the mileage 
operated, or the width of the tires. A possible measure for a business 
license tax is the population of the city wherein the business is lo- 
cated. Capital stock or assets employed in the taxing state, or the 
income earned within the taxing state, can be the measure of a state 
privilege tax on foreign corporations.® 

Having established the fiction of a distinction between “subject” 
and “measure” in taxation, the Supreme Court was for a while m- 
clmed to hold that if the subject of a tax was withm federal constitu- 
tional limitations, the measure need not be in harmony with these 
limitations. Smee measure determines the economic character of a 
tax, this liberal doctrine promised to free federal and state taxation 
from most of the limiting constructions evolved by earlier courts. 

319, tHe United States Supreme Court said “The ppwer of taxation, however vast in its 
character and searching in its extent, is necessarily limited to subjects within the jurisdic- 
tion nf the state. These subjects arc persons, property, and business Whatever form 
taxation may assume, whether as dutiesj imports, excises or licenses, it must relate to one 
or another of these subjects It is not possible to conceive of any other *’ This gen- 
eralization has been contradicted by later courts, which have repeatedly recognized specific 
acts, activities, or privileges as proper subjects for taxes. 

®In economic discussion, two other terms, “base” and “object” are used, which overlap 
and combmc the legal concepts of “subject” and “measure.” The “base” or “object?* of a 
tax IS the economic element which gives immediate rise to tax liability Thus property is 
the “base” or “object” of a property tax, corporation income or corporation capital stock 
of a corporation tax, estates or inhcntances of a death tax, sales or sales receipts of a 
sales taXt 
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But in 1910, m three corporation tax cases decided in close succes- 
sion,® the Supreme Court wavered on its earlier liberal position. In 
determining whether a state tax conformed with the limitations of 
the federal Constitution, the Court mdicated that the measure would 
have to be taken into consideration. For the decade following, the 
Court tacked about in uncertamty, threw much of the body of tax 
law into extreme confusion. 

Durmg the 1920’s the Supreme Court seemed to be evolving a 
new doctrine — the measure of a state or local tax as well as its sub- 
ject must conform to all the limitations of the federal Constitution. 
Sometimes the Court expressed this principle by declarmg that both 
the substance and the form of state and local taxes must be in har- 
mony with federal constitutional limitations. The rule was applied 
with uttermost severity. No distinction was drawn between tax laws 
that discrimmated against nontaxable elements and uniform taxes 
that incidentally applied to such elements. 

On two points, however, the Supreme Court refused to make con- 
sistent application of its measure-conformity rule. Federal and state 
death taxes were upheld even though their measures mcluded the 
value of tax-exempt bonds owned by the decedent.^® Furthermore, 
if a special tax was specifically stated to be “m lieu” of property taxes, 
and if the burden thereby imposed was no greater than the burden of 
the alternative property tax, the Court was likewise willing to over- 
look “nontaxable” elements.^^ 

Again in the 1930’s the Supreme Court validated some taxes where 
the measure of a tax included but did not discriminate against “non- 
taxable” elements.^® But decisions in conflict with this liberal prin- 
ciple were later handed down,^® and the issue hangs in confusion. 

^Western Union Telegraph Co v, Kansas, 216 U S (1910) 1, Pullman Co v Kansas, 
216 U. S (1910) 56; Ludwtg v. Western Union Telegraph Co , 216 U S (1910) 146, 

the authority of Plummer v Coler, 178 U S (1900) 115, decided before the 
*ub)ect-mcasure doctrine was established, but nevertheless cited afterwards as ruling 

Cudahy Packing Co, v Minnesota, 246 U. S» (1918) 450, and later railroad tax cases 
Bducational Ptlms Corporation v Ward^ 282 U. S. (1931) 379; Pacific Co, v, Johnson f 
285 Ut S. (1932) 480; Detroit International Bridge Co, v Corporation Tax Appeal Board 
of Michigan, 287 U S (1932) 295; N Y ex rel Northern Finance Corp v. Lynch, 290 
U, $ (1933) 601 

Schuylkill Trust Co, v^, Pa„ 296 U, S, (1935) 113, Stewari Dry Goods Co. v. Lewis, 294 
U, S (1935) 550. . , , 
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CONSTITUTIONAL LAW OF FEDERAL TAXATION 

Under the Constitution, the federal government enjoys only those 
tax powers designated in the clauses of that document. These desig- 
nated tax powers, however, are very broad, for in Art. I, Sec 8, Con- 
gress is given power ‘'to lay and collect taxes, duties, imposts, and 
excises” — a selection of terms covering practically every sort of exac- 
tion that could go under the popular idea of “taxation.” 

Five specific limitations circumscribe this generous designation 
of tax powers: (1) the purpose of any federal tax must be “to pay 
the debts and provide for the common defense and general welfare 
of the United States”; (2) no tax or duty may be laid on articles ex- 
ported from any state; (3) except for taxes on mcome, direct taxes 
must be apportioned among the states accordmg to population; (4) 
indirect taxes must be uniform; and (5) the provision of the Fifth 
Amendment that no person “shall be deprived of life, liberty or 
property without due process of law” is sometimes construed as a 
limitation on federal tax powers. Furthermore, from the general 
constitutional principle of the mutual mdependence of the federal 
and state governments, the rule that the federal government may not 
tax the property, agencies, or instrumentalities of a state government, 
has been developed. 

“General welfare” limitation 

The vague qualification that federal taxes should “provide for the 
. . . general welfare of the United States” could have been construed 
to mean anything or nothing. Actually it has been applied to but 
two issues in federal taxation — to earmarked taxes, and to regulatory 
taxes. 

When the revenue from a federal tax goes into the general Treasury 
fund, die Court will pursue no mquiry into the general character of 
federal expenditures. But if the receipts of a particular tax are ear- 
marked to a particular function, activity, or expenditure, the Court 
may then enquire whether that function is truly “for the general 
welfare.” And, should the Court decide in the negative, as it did in 
the case of the crop reduction payments under the AAA program, 
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any tax earmarked to that function — m this case the processing taxes 
— must be declared mvalid/^ Sufficient general welfare inheres in 
social security payments, however, to support a payroll tax mferen- 
tially dedicated to such payments.^® 

A levy primarily to discourage or regulate some private activity 
and productive of no substantial revenue is deemed not levied “for 
the ’general welfare.” Should the regulation mvolved be authorized 
elsewhere in the Constitution, the tax may be sustained as an exercise 
of this other power Where no other power can be adduced in sup- 
port of the tax, it must fail.^^ But the Court generally takes a very 
liberal attitude m construing regulatory taxes as revenue rather than 
control measures.^® 

Prohibition against export taxes 

The constitutional provision forbidding Congress to levy an ex- 
port duty IS clear and precise. Complicating its application, how- 
ever, is the difficulty of determinmg which taxes are export duties 
and which are not. A federal tax specifically levied on the business 
of exporting or on commodities exported or made or held for ex- 
port®^ would come under the prohibition. But the federal courts 
have further held that a tax which bears “directly and closely” on the 
“process of exporting” is in substance an export duty.®® Under this 
construction, a tax on the bills of lading of exported articles,®® a tax 


« n S.v Butler, 297 U S (1936) 1 

Steward Machine Co v Davis, 300 U, S. (1937) 652 
^®Thus a prohibitory state bank note tax can be sustained as an exercise of the federal 
government’s currency powers — Veazie Bank v, Benno, 8 Wall (1869) 533; and a protec- 
tive tariff as an exercise of the federal, government’s power to regulate foreign commerce — 
Hampton & Co, p V S , 276 U, S (1928) 394, and Board of Trustees of Vniversity of 
Illinois v, V, S , 289 U. S (1933) 48 

Hammer p, Dagenhart, 247 U S (1918) 251; Lipke v Lederer, 259 U S (1922) 557, 
HtU V Wallace, 259 U S (1922) 44, Child Labor Tax Case, 259 U S. (1922) 20; V S, v, 
Constantine, 296 U. S (1935) 287; Carter p. Carter Coal Co, 298 U S (1936) 238 
Contradictory earlier cases, probably overruled by the Imc of decisions above, arc In re KoU 
lock, 165 U S (1897) 526, and McCray p U S , 195 V S (1904) 27 
^®See t/ S V Millet, 307 U S. (1939) 174, holdmg the prohibitive firearms tax to be 
a revenue measure. 

An sec 9, par. 5 

Brown p, Maryland, 12 Wheat (1827) 419. 

21 Turpn Burgess, 117 S. (1886) 504. 

Thames and Mersey Marine Insurance Co, v, V, S„ 237 U. S. (1915) 19, 25 
^ ^^Fairhankp^ V, S„l$l U, S, (mi) 2H3. 
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on marine insurance policies covering exported articles/* and an 
excise tax on sporting goods sold to foreign customers/® have all 
been held unconstitutional. An income tax applying to net income 
derived from an export business does not come under the prohibi- 
tion.^® 

Limitation on levy of direct taxes 

According to the Constitution, “no capitation, or other direct, tax 
shall be laid, unless it shall be apportioned among the several states 
which shall be mcluded within this union according to their respec- 
tive numbers.” This provision clearly applies to the levy of a poll 
tax or a property tax by the federal government. On the basis of 
the population count, were the federal government to impose a 
$100,000,000 real estate tax, approximately $10,000,000 would have to 
be apportioned to New York, approximately $2,000,000 to Alabama. 
New York, which has a high per capita average for property values, 
need impose only one-third rmll levy to collect its quota. Alabama, 
poorer in property values per capita, would have to impose a two- 
and-a-half mill levy. The unfairness of such distribution of a fed- 
eral tax is patent. From a practical point of view, then, the clause 
outlaws a federal property tax. 

So long as a definite poll or property tax is not involved, the fed- 
eral courts have been inclined to construe the term “direct tax” nar- 
rowly. The Supreme Court has said: ^ 

While taxes levied upon or collected from persons because of 
their general ownership of property may be taken to be direct, 
this court has consistently held, almost from the foundation of the 
government, that a tax imposed upon a particular use of property 
or the exercise of a single power over property incidental'to owner- 
ship, is an excise which need not be apportioned.^® ^ 

In 1895, however, the Court decided that since in effect a federal 
income tax is a tax on the property producing the income, it con- 

Thames and Mersey Marine Insurance Co v. XJ S , 237 U. S (1915) 19 
Spaulding and Brothers Edwards, 262 V S» (1923) 66, 

^ Pec^ and Co, v, Lowe, 247 U S, (1918) 165 
Art I, sec. 2, ana sec 9, par. 4 
, n, McCaughn, 280 U, S. (1929) 124. 
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statutes a direct tax. On this argument, the 1894 federal income tax 
was held unconstitutional because it was not apportioned among the 
states according to population.’*® With the ratification of the Six- 
teenth Amendment in 1913, elimmating the necessity of apportion- 
ment in the case of “taxes on incomes, from whatever sources de- 
rived,” this limitation on the levy of federal income taxes was 
removed. Subsequently, however, it was decided that stock dividends 
were not “mcome,” and hence did not come under the Sixteenth 
Amendment.®® 

Limitation on levy of indirect taxes 

The constitutional provision that “all duties, imposts and excises 
shall be uniform throughout the United States” ®’^ has been specif- 
ically stated to require geographic uniformity only.®® What is 
more, the requirement is limited to geographic uniformity m law as 
contrasted to geographic uniformity in effect. A federal tax may be 
levied on a subject, such as tobacco manufacturing, which exists only 
in certain states.®® And exemptions and rate differences may be 
mcorporated in a federal tax without bringing it under this limita- 
tion.®^ 

“State instrumentalities” limitation 

Nowhere does the federal Constitution specifically forbid the fed- 
eral government to tax state functions or state mstrumentalities. 
Judicial implication ®® created this prohibition as a corollary to the 
corresponding rule, also established by judicial construction, that the 
states could not tax the functions or instrumentalities of the federal 
government.®® According to long-established interpretation of the 
courts, a federal tax could not be levied upon the compensation of 

^^PollocJi V Fanners Loan and Trust Co , 157 U S (1895) 429, 158 U S (1895) 601 
^ Etsnn' V Macomher, 252 U S (1920) 189 The tendenq^ is to limit this restriction 
A dividend of preferred stock to a common stock holder is taxable — Hehenng v Gotvtan, 
301 U. S (1937) 676 
Art I, sec 8, par. 1 

Bromley v McCaughn, 280 U. S. (1929) 124 
^^Head Money Cases, 112 U S (1884) 580 
^^KnowUon v, Moore, 178 U. S (1900) 41. 

Collector v. Day, 11 Wall (1871) 113; FoUoc\ Vy Farmers Loan & Trust Co, 157 
XT S (1895) 429, 158 U S. (1895) 601, 

See p 219 of this volume. 



CONSTITUTIONAL ASPECTS OF TAXATION 


209 


state and local officers and employees engaged m the exercise of 
essential government functions,®^ or upon state and local bonds, or 
the mterest thereon Sales to or by a state or local government in 
connection with any essential governmental function were also pro- 
tected from federal taxation.*® But all salaries, payments, and 
receipts were subject to federal taxation where a state or local gov- 
ernment acted in a so-called “proprietary” capacity, or where it in- 
cidentally supervised or regulated some private activity.^® 

Recently the Supreme Court has reversed itself upon the con- 
stitutionality of the application of the federal income tax to state and 
local salaries generally. In 1938, the Court upheld federal taxation 
of salaries paid by the Port of New York Authority, not on the 
ground that the Authority was a proprietary agency, but on the posi- 
tion that the federal tax was nondiscriminatory.^^ A year later the 
Court faced the issue squarely, overruled Collector v. Day, and ex- 
tended the federal income tax to all state and local salaries.*® Snll 
undecided is the issue whether the federal income tax can be ex- 
tended to the interest on state and local bonds, but by implication 
such extension should now be warranted. Indeed, the Graves v. 
O’Keefe decision lays the foundation for general elimination of the 
“state mstrumentalities” limitation except as a guard against dis- 
criminatory taxation directed agamst the independent sovereignty of 
the states. 


Sec cases cited in T M Cooley, “The Law of Taxation” (fourth edition, Callaghan 
and Co , Chicago, 1924), Vol I, pp. 257-259, a recent clear-cut case on the issue is Brush v 
Commissioner of Internal Revenue, 300 U S (1937) 352 

Folloc\ V Farmers Loan ^ Trust Co , at supra During the period of liberal inter- 
pretation of the subject-measure doctrine, the Supreme Court held that inclusion of interest 
on state bonds in the measure of a federal tax was valid if the sub-ject was constitutionally 
proper — Flint v Stone Tracy Co, 220 U. S (1911) 107 Seventeen years later a more 
conservative court took a contrary stand on this issue — National Life Insurance Co v US, 
277 U S (1928) 508 The Sixteenth Amendment gives Congress power to tax incomes 
“from whatever source derived*” With no particular warrant for the view, this phraseology 
was long believed not to cover income from a state instrumentality A contrary opinion was 
expressed m President Roosevelt’s recommendation m April 1938 that this class of income 
be brought under the federal income tax 

Indian Motorcycle Co* v,V 5 , 283 U S* (1931) 570 

Sotith Carolina v U 5^ 199 U S (1905) 437; Metcalf and Eddy v Mitchell, 269 
U, S (1926)^514, Burnett v A T* Getgine Trust, 288 U S (1933) 508, Ohio v, Helvenng, 
292 U S (1934) 360, Helvenng v Powers, 293 U S, (1934) 214 
Helvering v Gerhardt, 304 U S (1938) 405. 

Graves V O^Keefe, 306 V S (1939) 466. 
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“Due process of law” limitation 

So far, the federal courts have made little use of the “due process 
of law” clause in the Fifth Amendment as a limitation on federal 
tax powers. This clause stands as protection against a tax classifica- 
tion or discrimination so palpably arbitrary and unreasonable as to 
seem a confiscation of property rather than an exercise of the tax 
power. Retroactive application of a tax would be forbidden under 
this clause when at the time of the transaction which occasioned the 
tax, the taxpayer could not have understood or foreseen the nature 
of the tax burden imposed.^® 

Nichols V. Coohdge, 274 U. S. (1927) 531, Blodgett v. Holden, 275 U. S. (1927) 142 



CHAPTER IX 


Constitutional Aspects of Taxation 
(Concluded) 

FEDERAL CONSTITUTIONAL LIMITATIONS ON 
STATE AND LOCAL TAX POWERS 

Under our federal government, since the states are primary sover- 
eign bodies, they possess inherently full tax powers The Constitu- 
tion neither designates nor specifies the tax powers they may exer- 
cise. Instead, it assumes that they enjoy full taxing power, and 
establishes certain restrictions on this power. 

In all, the federal Constitution imposes nine limitations on state 
and local tax powers. Two of these are specifically stated as restric- 
tions on the taxing power: (1) the states may not levy import or 
export duties; and (2) the states may not levy tonnage taxes with- 
out the consent of Congress. Five are general restrictions on state 
powers and apply only incidentally to tax powers: (3) federal 
treaties are a part of the supreme law of the land; (4) the states may 
not pass laws impairing the obligation of contract; (5) the citizens 
of each state are entitled to all the privileges and immunities of 
citizens m the several states; (6) no state shall deprive any person of 
life, liberty, or property without due process of law; and (7) no state 
shall deny to any person within its jurisdiction the equal protection 
of the laws. The last two restrictions — (8) the states may not tax 
property or instrumentalities of the federal government; and (9) the 
states may not tax interstate commerce — are not to be found in any 
specific wording of the Constitution, but are the offspring of judicial 
implication. 

Relatively few cases have turned upon the first five of these limita- 
tions. But the last four have given rise to a flood of litigation in the 
course of which, to the extreme confusion of principles, the courts 

Jiaye shifted their position several times. 

2n 
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Prohibition against export and tonnage taxes 

In all respects, the constitutional ^ prohibition against the levy of 
export taxes by the states corresponds ivith the similar prohibition 
against the federal levy of export taxes.^ Neither directly nor mdi- 
rectly may the states tax either the busmcss of exporting or exported 
commodities. If some of the income of an exportmg concern is de- 
rived from intrastate operations, however, a general mcome tax may 
apply to its net income. 

A tonnage duty is a tax upon vessels according to their size or ca- 
pacity, for the privilege of entering or leaving a port or navigating 
the waters of a state. A state tax of this character is strictly forbidden 
by the federal Constitution,® but there is no limitation on the levy by 
states of tonnage fees, property taxes, or other taxes on vessels. 

Supremacy of treaties over state tax powers 

Unless the states are limited by their own constitutions, their tax 
laws may discriminate between American citizens and nationals of 
other countries. Actually, however, they have effected such' dis- 
crimination only in death taxes. But, should the federal govern- 
ment enter into a treaty with another country providing for reciprocal 
nondiscrimination as to taxation or property rights, that treaty 
would override any provisions of state' death taxes to the contrary.* 

Prohibition against irapairmertt of the obligation of contracts 

State tax powers arc affected m two ways by the provision of the 
Constitution that no state shall pass any law impairing the obliga- 
tion of contracts.® Having once issued a tax-exempt bond, a state 
may not subsequently attempt to tax that bond under a property 
tax or tax the mterest on the bond under an income tax. The orig- 

' Art. I, sec. 10. 

® See p, 206 of this volume. 

* Art. sec. 10 

*‘Mager p. Gnma, S How. (1850) 490 If the treaty is limited to the subject of discrim- 
ittation in property taxes, it docs not apply to death taxes since these arc not property taxes: 
PeUffon V towa, 245 U S (1917) 170. , , 

® Art. I, sec. 10 
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inal issue with its exemption privilege constitutes a contract which 
may not be abrogated by legislative action® Similar protection is 
accorded to any other exemption from state or local taxation of a 
contractual character. Furthermore, if a local government floats a 
bond issue under a statute requirmg the levy of a tax sufficient to 
cover the debt service, that tax levy may not be repealed subse 
quently, and, so long as the bond issue is outstanding, the legisla- 
ture may not eliminate the requirement of the tax levy.'^ 

Prohibition against discrimination against citizens of other 

states 

According to the Constitution, the citizens of each state shall be 
entitled to all the privileges and immunities of citizens m the sev- 
eral states.® States are thereby prevented from discriminating m 
their tax laws against citizens of other states, whether resident or 
nonresident. Peddlers from other states may not be taxed more 
heavily than resident merchants merely because of nonresidcncy,® 
nor may the property of nonresidents be valued at a rate higher than 
that of residents,^® nor may a special death tax rate place a heavier 
tax burden on the estates of nonresident decedents than on the es- 
tates of resident decedents.^’^ Corporations, lacking “citizenship,” 
are not protected by this provision; the states are free to levy differ- 
ent and heavier taxes on foreign corporations than they levy on 
domestic corporations.^® 


^Macallan Co v Massachusetts t 279 U S (1929) 620, cf Pacific Co t Ltd, v Johnson, 
285 U S. (1932) 480 

^ Von Hofitnan v City of Quincy, 4 Wall (1866) 535, 

®Art 4, sec. 2. 

8 Ward V, Maryland, 12 Wall (1870) 418. 

Beeson v Johns, 124 U. S (1888) 56 

Smith V houghman, 245 N Y, (1927) 486, writ of certioran refused by tbe United 
States Supreme Court, Loughman v. Smith, 275 U S (1927) 560 
12 A ‘‘domestic” corporation is, from the viewpoint of a tzxmg state, a corporation organ- 
ized m that state A “foreign” corporation is, from the viewpoint of a taxmg state, a corpora- 
tion organized in any other state of the United States The term “alien corporation,” used 
m later chapters of this volume, is reserved for corporations orgamzed m countnes other 
than the United States 

But see p 219 of this volume with respect to recent cases on the “equal protection of 
the laws” limitation as applied to the taxation of foreign corporations. 
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“Due process of law” limitation 

One clause of the Fourteenth Arhendment provides that no stat« 
shall deprive any person of his life, liberty, or property “without 
due process of law.” In its application to taxation, many lawyers 
are inclined to regard this broad language as a blanket injunction 
againgt excessive exercise of state tax powers. As Judge Cooley said, 
“In tax cases, especially those carried to the Supreme Court of the 
United States, it is customary, it seems, to add to other constitu- 
tional objections, for good measure, the contention that the tax law 
violates the due process of law provision.” None the less, this 
“due process of law” clause has three specific applications to state 
tax statutes: (1) it constitutes an mjunction against the levy of a tax 
beyond the territorial jurisdiction of the state or local taxing gov- 
ernment; (2) it may be mterposed to check extreme or confiscatory 
state or local taxes; (3) it prohibits a state from utilizing any forms 
of assessment or review which are essentially arbitrary, unjust, or 
unfair, or which deny the taxpayer a fair opportunity to assert his 
substantive rights before a proper judicial tribunal. 

An injunction prohibiting a taxing government from levying a 
tax beyond its territorial jurisdiction assumes that the subject mat- 
ter of a tax always has a determinable geographical location. But 
taxes are levied on all sorts of intangible elements — on acts, on privi- 
leges, on legal rights— having no physical existence, much less loca- 
tion. To meet this difficulty, the courts have created the legal fiction 
of situs — namely, legal location". The situs of the subject matter of 
any tax is wherever a court of competent jurisdiction says it is. And 
since physical laws are no bar to legal paradoxes, a taxable item may 
have more than one situs, may be legally situated in more than one 
tax jurisdiction, and hence may be subject to more than one tax. 

A person has a taxable situs at his domicile. Income may have 
a double situs— -m the state where it is earned or accrues, and in 
the state of recipient’s domiale.^® An act or activity has a taxable 

M Cooley, The haw of Taxation (foufth edition, Callaghan and Co., Chicago, 
1924), Vol I, p. 331 

Shaffer », Carter, 252 U S (1920) 37; Whitney v Craves, 299 U. S (1937) 365, 
Maguire v Trefry, 253 U S (1920) 12; Lawrence v State Tax Commission of Mtssis' 
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situs wherever any essential element is performed.^'^ A legal privi- 
lege is taxable only by the state which grants it.^® A corporation’s 
capital stock has a taxable situs in the state wherein it is organized 
as well as m the state of the share-owner’s domicile, and so much 
of the capital stock as is employed in busmess in other states has an 
additional taxable situs in such states.*® 

During the nineteenth century, the courts were inclined to 
ascribe taxable situs to any state or district which extended pro- 
tection to, exercised control over, or could show some interest in 
the item taxed. Instances of multiple situs were common, but the 
prevailmg localization of property mterests and the states’ simple 
tax systems made multiple taxation a rare phenomenon. Outside 
of tax circles, the problem attracted little interest. But as absentee 
ownership of property and absentee conduct of business increased, 
as (jorporate development mtroduced new complexities of property 
interests, and as the states extended the scope of their taxes, in- 
stances of burdensome multiple taxation became numerous. Protest 
grew widespread and shrill, and the courts turned ear to it. The 
turning point was the case of Union Refrigerator Transit Co. v. 
Kentuchy^^ wherein the Supreme Court discarded the old fiction 
of mobilia sequuntur personam, and gave one situs — the state 
wherein it was located — to tangible personal property permanendy 
used in business. In casual and unsystematic fashion, the Supreme 
Court during the next thirty years outlawed many forms of double 
taxation of property interest. During the 1920’s and 1930’s, in par- 
ticular, judicial construction swept the field of death taxes clear of 
all double taxation. 

On no occasion, however, did the Court hold that the Fourteenth 
Amendment imphcitly prohibited double situs and hence double 

App, 286 U. S. (1932) 276 By a recent dccj^sion, even income derived from real property 
m another state may be taxed by the state of the recipient's domicile — Cohn v Graves, 300 
U S. (1937) 308 

American Manufactunng Co v, St Louts, 250 U S, (1919) 459, Hatch v, Reardon, 204 
V. S. (1907) 152. 

V. Pennsylvania, 268 U S (1925) 473. 

Kansas Ctty, U and B Rmlroad Co. v, Stiles, 242 U S (1916) 111, Schuyl\fU Trust 
Co V. Pennsylvania, 302 U. S (1938) 506 
^ Cudahy packing Co. v. Htnhfe, 278 U, S (1929) 460, 

^1)99 U $. (1905) 194. 
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taxation; in each instance the Court itself construed the existence or 
nonexistence of more than one taxable situs. Thus the door was 
held open for the Court to reinstate double taxation if ever its views 
changed without any fundamental reversal of basic principles. Such 
a change in the viewpoint of the Court has recently occurred. A 
majority now hold the view that where two or more states exercise 
substantial control over an element of property, mcome, or business, 
includmg the owner of the property or business, and the recipients 
of the income, all the states mvolved have a taxing power over the 
element in question.^^ Present status of tax situs for property in- 
terests is indicated in Table 14. 


Table 14 

TAX SnVS FOR PROPERTY INTERESTS 


Property Interest 

Domicile 
of Owner 
or Creditor 

Domicile 
of Obligor 
or Debtor 

Location 

of 

Property 

special 

Business 

Use 

Location 

Real property interests. 



X 


Tangible personaitjr 





Permanent location . . 



X 

. 

Temporary location 

X 


X 


Indeterminate location 

X 




Intangible personalty 





Money , 

X 


X 

X 

Bank deposits 

X 



X 

Open book accounts 

X 



X 

Negotiable instruments 

X 



X 

Corporation shares 

X 



X 

Corporation bonds 

X 

X“ 


X 

Mortgages 

X 


X 


Trust corpus 

x^ 

Trustee 

X 



1 Eliminated fox death tax purposes bv Farm^rK toati ard Trust Co, v Minnesota, 280 U S (1930) 
204-, confirmed for otrer purpobct by Srr-uylkill Irust Co v Pennsyhama. 302 U S (1938) 506 

* Ebrmnatcd tor death tax purpobes by First National Bank t Ma»ne, 284 17 S (1932) 312 

* Domicile ot beneficiarv elinu jated hy Safe Deposit and Trust Co v ’Virginia 2?Q U S (1929) 83. 
domicile of trusior of rtvocabl'^ trubt catabli*hed by Curry : McCafUess, 307 U S (1939) 357, and 

V Elliot, J07 U S (1939) 3S3 


22 V Gtaves, 300 U S (1937) 308. Guaranty Trust Co v, Vtrgima, 305 U S 
(1938) 19, Curry v UcCanless, 307 U. S. (1939) 357, Graves v. Miot, 307 XJ. S (1939^ 
383, Stewart v Pennsylvama^ 312 tJ S (1941) 649, 
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Further issues of territorial jurisdiction and of the application of 
the “due proces of law” clause in the Fourteenth Amendment sur- 
round the question of when a foreign corporation is so “doing busi- 
ness” m a state as to be subject to its tax laws. Although the cases on 
this issue are confusing/® some general rules have been established. 
Isolated acts performed by a corporation within a state do not consti- 
tute such “doing business” as to confer taxing jurisdiction upon the 
state. Incidental acts unconnected with the mam purpose for which 
the corporation was organized likewise fail to confer taxing juris- 
diction. Furthermore, unless a foreign corporation is orgamzed and 
active as a holding company, mere ownership of property does not 
brmg it within the jurisdiction of the taxing state. 

“Due process of law” is rarely invoked in defense against confisca- 
tory state or local taxes. As the Supreme Court recently stated, 
“When the power to tax exists, the extent of the burden is a matter 
for the discretion of the lawmakers . . . even if the tax should de- 
stroy a business, it would not be made invalid or require compensa- 
tion upon that ground alone.” ^ One of the rare instances where 
the Supreme Court condemns a state or local tax as “confiscatory” 
occurs when a new tax, embodying some element of discrimination, 
applies to a bindmg commitment made before the new tax was im- 
posed, and when it could not have been anticipated. When a spe- 
cial tax peculiarly heavy upon foreign corporations was levied after 
a “foreign” railroad had made heavy investments in a state, the 
Court held the tax “confiscatory” and outlawed by the “due process” 
clause.^ Similarly, death taxes cannot be applied retroactively to 
dispositions of property tax-free when made.^® Wherever possible, 
however, the courts try to avoid construing a tax as retroactive.®’ 


^ See Report of Committee on Uniform Act Defining "Doing Business^' By Foreign Cor- 
porations (National Conference of Commissioners on Uniform State Laws, Washmgton, 
1930) 

^*Fox V. Standard Oil Co of N U 292 U. S (1935) 40 
Southern Railway Co Greene, 216 U S. (1910) 400, see also Hanover Fire Insurance 
Co V Carr, 272 U, S. (1926) 494, and Great Northern Railway v. Weel{s, 299 U S 
(1936) 135. 

Nichols p Coolidge, 274 U S (1927) 531; Blodgett p Holden, 275 U, S. (1927) 
142, Untermeyer v Anderson, 276 U S. (1928) 440, Coolidge v. Long, 282 U. S. (1931) 
582, But the issue has recently been confused by Btnney v Long, 299 U S (1936) 280 
Third National Ban^ White, 287 U, S (1932) 577. 
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An exceptional recent application of the “due process” clause was 
the invalidation of a Louisiana license tax on the privilege of selling 
advertising space by newspapers with circulations over 20,000 on the 
ground that it abridged freedom of speech.^® 

For all taxes involving a valuation to determine the tax basis- 
property taxes, income taxes where an administrative body assesses 
die taxable income, and corporate excess taxes — the procedural pro- 
tection of the “due process of law” limitation is important. There 
must be a formal act of assessment consistmg of a description of the 
subject matter of the assessment, its inclusion in the tax list, and the 
determination of its value; furthermore, the assessment must be 
made a matter of record to inform the taxpayer of both the fact and 
the amount of his assessment.®® Finally, the taxpayer must be noti- 
fied of the assessment, and he must have an opportunity to appear 
before some agency of review and present his case against the assess- 
ment.®® 

“Equal protection of the laws” limitation 
In the same sentence of the Fourteenth Amendment which in- 
cludes the “due process of law” limitation is to be found the pro- 
vision that no state shall “deny to any person withm its jurisdiction 
the equal protection of the laws.” This clause forbids arbitrary or 
hostile discrimination based on no reasonable distmetion. The fed- 
eral courts are generally loath to condemn any state or local tax law 
as arbitrary or hostile— if reason can possibly be found for a tax 
classification, it will usually be upheld.®^ But many inconsistent de- 
cisions stand on the books. Discrimmations which have been held 
to invalidate state or local taxes are: ^ gross receipts tax on taxicabs 
operated by corporations with no corresponding tax on taxicabs 
privately operated; ®® a provision that a gift made less than six years 
prior to a donor s death should be presumed conclusively to have 

Grosjean v American Press Co, 297 U S. (1936) 232. 
llltnois Central Railrohd Co. a. Kentucky, 218 U. S. (1910) 551. 
s^The cases on this point are many A leading one is Turner v. Wade, 254 U. S 
(1920) 64. 

*1 See Bell's Gap Railroad Co. v Pennsylvania, 134 U S (1890) 232; Pox v. Standard 

OAio Express Co v State Revenue Commif- 
ston, 306 U. S. (1939) 72. . 

Cit^ Cah Co. v, Pennsylvania, 277 y S. (1928 j 
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been made in contemplation of death, and hence subject to a death 
tax; intentional and systematic overassessment of a parcel of prop- 
erty as compared with surrounding properties; impositions on 
foreign corporations in excess of taxes levied on comparable domes- 
tic corporations; and cham-store taxes discriminatmg between in- 
tracounty and intercounty chams,®® or levied m the form of a gross 
income tax.®’^ Examples of alleged discriminations held not to be 
objectionable are: a tax on the distributing house of a group of chain 
stores which does not apply to the depots maintained by large de- 
partment stores, and a progressive tax on a series of stores owned by 
one individual, claimed to be aimed directly at chain stores; motor 
vehicle license charges higher on public carriers than on private car- 
riers; exemption from an electric power tax of private power 
plants and power used for irrigation pumping; taxation of “other 
moneyed capital” at a lower rate than state bank shares; a tax on 
residents’ deposits in out-of-state banks five times higher than on 
their deposits in local banks; and heavier assessment ratios on 
railroad property than on other property.^® 

“Federal instrumentalities” limitation ** 

Judicial construction rather than the federal Constitution forbids 
the state to tax federal agencies or mstrumentalities. In the famous 
case of McCulloch v. Maryland, Chief Justice Marshall argued: 


^ SchUsmger v, Wisconstn, 270 U S (1926) 230 
Sioux City Bridge Co v Dakota County^ 260 U S (1923) 441, Southern Railway 
Co, V, Watts, 260 U S (1923) 519, Cumberland Coal Co v Board of Remston, 284 IT S 
(1931) 23 

Southern Railway Co v Greene, 216 U. S (1910) 400; Airway Corporation v. Day, 
266 U, S (1924) 71, Hanover Fire Insurance Co v. Carr, 272 U S (1926) 505 
Louts K, Liggett Co v, Lee, 288 U S (1933) 517 
Stewart Dry Goods Co v Lewis, 294 U S (1935) 550 

State Board of Tax Corners v ]ac\son, 283 U S, (1931) 527, The Great Atlantic and 
Pacific Tea Co v Monsett, 284 U S (1931) 584, Pox v Standard Oil Co, of N 292 

U, S (1935) 40, 

Continental Baking Co v Woodrmg, 286 XJ S. (1932) 352 

Broad River Powei Co v. Query, 288 U S (1933) 178, Utah Power and Light Co, 

V, Pfost, 286 U. S (1932) 165, 

Union Bank Trust Co v, Phelps, 288 U. S (1933) 181 
Madden v Kentucky, 308 U S, (1939) 525. 

^^:NashviUe, Chattapooga Sf St, Louts Ry v Browning, 309 U S (1940) 651 
^■‘Scc Robert E Hutton, “Reciprocal Immunity o£ Federal and State Instrumcntalmes,” 
in Tax Policy J-cague, Tax Relations Among Governmental Units (New York, 1938), 
pp, 26-44. 
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That the power to tax involves the power to destroy; that the 
power to destroy may defeat and render useless the power to 
create; that there is a plam repugnance, m conferring on one 
government a power to control the constitutional measures of 
another, which other, with respect to those very measures, is de- 
clared to be the supreme power over that which exercises the con- 
trol, are propositions not to be denied. . . . The states have no 
power, by taxation or otherwise, to retard, impede, burden, or in 
any manner control, the operations of the constitutional laws 
enacted by Congress to carry into execution the powers vested in 
the general government.*® 

Marshall’s comments of 1819 are absolute and final law for today. 
Unless Congress specifically authorizes the application, a state or 
local tax, no matter how reasonable or nondiscriminatory it may 
be, is invalid to the extent that it applies to federal property, or fed- 
eral agents, or federal instrumentalities. 

But though the doctrine is established beyond all argument, there 
remains in issue the construction to be placed upon the concept of 
“federal instrumentahties.” For a long while the courts steadily 
widened this concept, hampering state and local tax powers at an 
irritating number of points. Recent decisions mdicate, however, 
that the Supreme Court is narrowing its construction of “federal 
instrumentalities,” even to the point of specifically reversing some of 
its earlier decisions. At the present time, state tax laws do not apply 
withm federal military posts and reservations.*® Since the Indians 
are the wards of the federal government, their properties are free of 
state taxes.*^ States may not tax federal bonds,*® nor may the inter- 
est on such bonds be brought under a state income tax.*® States may 
« 4 Wheat (1819) 431, 436 

Brockhn v. Tennessee, 117 U S (1886) 151, Irwtn v Wnght, 258 U S, (1922) 
219, Standard Otl Co v. Caltfornta, 291 U S (1934) 242. 

Steams v Minnesota, 179 U S (1900) 223 Until recently, earnings derived from 
leases on Indian land could not be taxed by the state, but m line with its policy of limiting 
the federal and state instrumentalities restrictions, the Supreme Court overruled its earlier 
decisions and made such income taxable — Hehenng v Mountain Producers Corp , 303 
U S (1938) 376 

Weston V Charleston, 2 Pet (1829),449, The Ban\s v the Mayor, 7 Wall, (1868) 16, 
Missouri ex rel Missouri Insurance Co p Gehner, 281 U S (1930) 313» 

But under recent hbcral interpretations of the subject-measure rule, a corporation 
franchise tax mav include interest on federal bonds in its measure if no purposed discrimi- 
nation IS involved — educational Films Corp. of America v Wafd, 282 U S, (1931) 379; 
Paci^ Co , Ltd V Johnson, 285 U S (1932) 480. 
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tax the federal government’s contractual payments to outside indi- 
viduals or organizations.®” Prior to 1939, federal salaries could not 
be subjected to state mcome taxes, but m that year two Supreme 
Court decisions and the federal Public Salary Tax Act fully cleared 
the way for this tax element. National banks are federal instru- 
mentalities and the states may tax them only within the limits pre- 
scribed by federal statute.®® 

In spite of the recent more liberal interpretations of the “federal 
mstrumentalities” limitation, it contmues to be an awkward restric- 
tion on state and local tax powers, productive of inequitable discrim- 
inations and loopholes for evasion. Most economists hold that the 
prohibition should be against discriminatory taxation of federal in- 
strumentalities, not against all state and local taxation. And accord- 
ing to most students of constitutional law, a simple federal statute 
giving consent to nondiscriminatory taxation of federal employees, 
agencies, and instrumentalities could accomplish such reform. Con- 
gress did this very thing m connection with state and local taxation 
of national banks,®” and the validity of the statute has never been 
questioned. Possibly such a statute might contain a reciprocal 
clause — permission to tax federal instrumentalities would be ex- 
tended to all states' that granted the federal government correspond- 
ing permission with respect to state instrumentalities. By this 
expedient the way would be paved for removal of an awkward im- 
pediment to uniform federal and state taxation. 

Interstate and foreign commerce limitations ®* 

State governments are constitutionally forbidden to levy import, 
export, or tonnage duties.®® But state taxation of interstate or for- 

50 ]ames v. Dravo Contraciing Co., 302 U. S. (1937) 134; Silas Mason Co v Tax Ca'tn- 
mtsston, 302 U. S. (1537) 186, 

51 Graves v. O’Keefe, 306 U. S, (1939) 466; State Tax Commtsston v. Van Cott. 306 
U S (1939) 511 

55 See pp. 385-386 and p 520 of this volume. 

Sec p 383 of this volume, 

A recent study on this topic is Maxwell M Mahany, Commerce Clau/e Tax ?rohlems 
(Commerce Clearing House, Chicago, 1940) 

Art. I, ' see 10 But note a possible exception, under the Twenty-First Amendment, 
in the matter of state import taxes on Board of Equalization v. Young^t 

Market Co., 299 U. S (1936) 59. 
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eign commerce is not otherwise explicitly prohibited. From the doc- 
trine of the division of federal and state powers, however, the fed- 
eral courts have implied extensive limitations upon state powers to 
tax foreign and mterstate commerce. For a long while judicial con- 
struction expanded the scope of these implied limitations, to the 
serious injury of state and local tax systems. In recent decisions this 
trend has been reversed, and the severity of many earlier rulmgs is 
being relaxed. 

As the law now stands, any state or local tax which directly or 
indirectly effects a discrimination against interstate or foreign com- 
merce as a busmess or against goods brought in from another state 
or country,®^ is beyond question unconstitutional. Furtherihore, 
there are limitations to the application even of nondiscriminating 
uniform taxes to interstate business and to property used in interstate 
commerce. Commodities in interstate commerce not yet arrived 
at their final destination,®® and commodities m foreign commerce 
unsold by the importer or still in their original packages,®* may not 
be taxed by the states. Once such goods have come “to rest,” even 
temporarily, at any stage in the distributive process, or any time after 
a sale within the state has been consummated,®* they may be taxed.®^ 
By recent decisions, goods bought by a consumer from a seller in 
another state, and held or stored for use, are subject to state taxa- 
tion.®* 

A state may not tax the gross receipts of an individual or a cor- 
poration when a portion of such receipts are derived from mterstate 

Brown v. Maryland, 12 Wheat. (1827) 419; Interstate Transit Co. v. Lindsey, 283 
U S- (1931) 183, Cooney v the Mountain States Tel. and Tel. Co., 294 U. S (1933) 384, 
Hale v Bitneo, 306 U S (1939) 375 

Welton V Missouri, 91 U. S (1875) 275 Note that under the Twenty-First Amend- 
ment, this restnction does not apply to state liquor taxes — State Board P. Young's Market 
Ch\ 299 U. S (1936) 59 

^^Sonneborn Brothers v Cureton, 262 tJ, S. (1923) 506 

^^Bur\e V Wells, 208 U S (1908) 14 

Sonnehorn Brothers v Keeling, 262 U S (1923) 506 

Minnesota p Blassius, 289 U S (1933) 717, Southern Pacific Co. p., Gallagher, 306 
U S (1939) 167 

Eastern Atr Transport Co. v. South Carolina Tax Commission, 285 U. S. (1932) 147; 
Gregg Dyeing Co v Query, 286 U. S (1932) 472; Nashville, C & St. L. Pail way p Wal- 
lace, 288 V. S (1933.) 249, Edeltnan p, Boeing Air Transport, 288 U. S. (1933) 595, 
Henneford v. Silas Mason Co, 300 XJ S (1937) 577, Southern Pacific Co. p, Gallagher, 
30^ U S. (1939) 167, mOgUtick ^ermnd White Mfg. Co , S09 U. (1940) 33. 
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sales or other interstate business activities, according to earlier cases.®* 
The current view is that such gross receipts taxes are permissible 
when they include provision for allocation so that double taxation of 
interstate business cannot occur.®* Unless net income is derived ex- 
clusively from interstate activity, it is held to be too far removed from 
mterstate business activity for a state income tax thereon to constitute 
a burden on interstate or foreign commerce.®* Intrastate business ac- 
tivities of foreign corporations may be taxed on the basis of allocated 
income or capital stock, but if the corporation does no intrastate busi- 
ness, its mterstate business alone may not be the basis for a corpora- 
tion tax of any kind.®® A state tax on foreign corporations, argue the 
courts, has as its possible subjects only the privilege or the act of 
doing intrastate business as a corporation. With either of these sub- 
jects, a state tax on foreign corporations may not be applied to a 
corporation doing no mtrastate business. 

Authorities on constitutional law generally agree that all the vexa- 
tious restrictions on state taxation erected through court construc- 
tion of interstate and foreign commerce limitations could be elim- 
inated by a federal statute. In 1934 the National Association of 
State Tax Administrators vigorously campaigned for a federal la!w 
to authorize nondiscriminatory state taxation of sales, property, and 
business involved in interstate commerce. A resolution to permit 
such taxation passed the Senate in this year, but failed in the House. 

Creto Levtck Co, v, Pennsylvanta, 245 U S (1917) 292,* Jersey Bell Telephone 
Co V State Board of Assessors, 280 U S i(1930) 338, Fisher's Blend Station v State Tax 
Commission, 197 U. S (1936) 650 But note the exception made when the gross receipts 
tax IS xn heu of a property tax^ — Cudahy Packing Co, v, Minnesota, 246 U. S (1918) 450, 
and later railroad tax cases 

Adams Manufacturing Co, v, Storen, 304 U. S (1938) 307, Gmn v Henneford, 
305 U S (1939) 434 

United States Glue Co v. Oak Creek> 247 Ut. S (1918) 321 

Cheney Brothers v Massachusetts, 246 U S. (1918) 147, Alpha Portland Cement Co, 
V Massachusetts, 268 U S (1925) 203, Anglo-Ckilean Nitrate Sales Corp, v Alabama, 
288 U S (1933) 218 The implication was made in the last-named case that the defect 
was in the subject of the tax, and that had the subject been satisfactory, under the current 
liberal constrnciion of the subject-measure rule, the Court would h.avc overlooked the 
application of the measure of tlie tax to a business exclusively interstate. Note also, that 
the current liberal tendency of the Supreme Court is to avoid construing the business of 
, a taxed corporation as interstate commerce or exclusively interstate commerce — Utah Power 
and Light Co, v PfosL 286 U, S. (1932) 165, Atlantic Lumber Co v Commissioner of 
Corporations and Taxation, 298 U, S, (1936) 553, Western Livestock Co v Bureau of 
Repenue, 303 U. S, (1938) 250; CoverdaU v, Ark,-La Pipe Line Co , 303 U, S (1938) 604 
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STATE CONSTITUTIONAL LIMITATIONS ON 
STATE AND LOCAL TAX POWERS 

When state and local governments enact tax laws, they must con- 
sider not only federal but state constitutional limitations. A few 
states unpose no constitutional restrictions whatsoever on state or 
local taxing power, allowmg the legislature full discretion m the 
enactment of tax statutes. Louisiana, at the other extreme, has em- 
bodied the entire tax system of the state and local governments in 
the state constitution. State constitutions occasionally prohibit out- 
right the levy of some particular form of tax; prior to 1930 the 
Florida constitution prohibited the levy of state income or death 
taxes. More often, state constitutions merely prescribe or limit the 
bases or method of levymg state and local taxes. 

History of state constitutional limitations 

In the minds of the earliest state constitution makers, taxation 
was a mmor problem. Only seven of the twenty-two state constitu- 
tions adopted between 1776 and 1796 mentioned taxation, and then 
only to state that tax levies should not be made without the consent 
of the people or their representatives in the legislature. Of the fif- 
teen state constitutions adopted between 1796 and 1834, only seven 
mentioned taxation. Popular apprehension of taxation tyranny hav- 
ing disappeared by this time, provision for the “consent” of the peo- 
ple was Ignored. Injustice perpetrated by tax discrimmations was 
the new fear, and several constitutions of this period required taxes 
to be “equal and uniform.” 

Constitutional limitations on state tax powers multiplied from 
1834 on. Prior to the Civil War, constitutional provisions relating 
to taxation were concerned for the most part with equal and uni- 
form taxes, or specified taxable or exempt classes of property and 
occupations. After the Civil War, state constitutional limitations on 
tax powers became more numerous and detailed. Equality and um- 
formity provisions continued to be enacted and classes of property to 
be exempted were minutely specified. Some of the new state consti- 
tutions placed rate limitations on state property taxes. Southern state 
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constitutions gave attention to occupation and special license taxes. 
A few constitutions of this period specifically authorized the levy 
of state mcome or death taxes. Some made provision for corpora- 
tion taxation. 

Twentieth-century constitutions and constitutional amendments 
indicate some reversal of sentiment on the necessity and expediency 
of constitutional limitations for state and local tax powers. Occa- 
sionally a new restrictive provision has been voted. More fre- 
quently, previous restrictions have been removed or particular forms 
of taxes authorized Many states have modified the “equality and 
uniformity” provisions of their constitutions m order to levy classi- 
fied property taxes.®^ 

“Equality and uniformity” limitations 

Most state constitutions embody some provision for uniform or 
equal taxes. Several require taxes to be both “equal” and “uniform,” 
or “proportional” and “uniform.” Others require only “uniform- 
ity.” A considerable number of states require “uniformity” only 
within the classes of persons or property taxed. 

Unlike the “equal protection of the laws” limitation of the federal 
Constitution, the “uniformity” limitations m state constitutions gen- 
erally apply only to property taxes. In a few states, however, as in 
Texas, the constitution itself specifically provides that the “uniform- 
ity” provision shall apply to other taxes as well as to the property 
tax. State courts have sometimes held, as m Georgia, that a general 
“uniformity” provision applies equally to taxes other than property 
Or, as in Washington and Illmois,®* they have arrived at the same 
practical result by construing taxes on income from property as taxes 
on the property itself, and hence subject to the limitations on prop- 
erty taxation. 

Although the federal Constitution’s “equal protection of the laws” 
limitation permits tax discrimination between individuals and cor- 
porations, state “uniformity” limitations are construed to prevent 

^ S« pp. ■404 S. of this volume. 

^^Cttlktan V. Chase, 174 Wash (1933) 363, 25 P(2) 81 

«9 ^achrack v. Nelson, 349 III (1932) 579, 182 N.E. 909, 
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such discnminationj at least in property taxation. Furthermore, 
some state constitutions specifically forbid tax discrimination be- 
tween corporations and individuals. Constitutions like those of Illi- 
nois and Mississippi provide that corporation property shall be sub- 
ject to the same taxation as that of individuals. Others, as in 
Alabama and Kentucky, require individuals and private corporations 
to be taxed at the same rate. 

“Equality” and “uniformity” requirements in state property taxa- 
tion relate to the rate of taxation, to the assessment ratio of the taxed 
property, to territorial equality, and, in some states, to the inclusion 
of all property under the tax unless specifically exempted by the con- 
stitution. The tax rate must be the same on all property, or on 
property withm a given class. Valuation must be based on the same 
percentage of the “true” value of the taxed property, at least as to 
the same class of property. All property must be taxed, it is held 
in some states, although there is much conflict of opinion because of 
the variations m wording in different constitutions. The state tax 
rate must be uniform throughout the state, the couUty tax rate 
throughout each county, and the rate of each district must be uni- 
form throughout the district. But requirements of “equality” and 
“uniformity” do not apply to the method of levying, assessing, or 
collecting taxes, nor to inequality resulting from the error or mis- 
conduct of the tax officials, nor to provisions allowing the deduction 
of indebtedness, nor to provisions fixing the situs of personal prop- 
erty for purposes of taxation. So long as the resulting tax burdens 
are reasonably uniform, classifications of property for admmistrative 
purposes are generally held to be allowable. 



CHAPTER X 


Shifting and Incidence of Taxes 

It is common knowledge today that when a state collects a gaso- 
hne tax of three or four cents a gallon from motor-fuel distributors. 
It IS not these distributors who bear the burden of the tax. They 
charge the tax to the service stations, and these in turn pass the tax 
on to the motorist who buys two, or five, or ten gallons of gasoline. 
Very likely the gasolme pump will bear a notice which states the net 
price of gasoline per.gallon, the tax to be added, and the total price 
that the motorist must pay. 

We take it for granted that a cigarette tax and a liquor tax are 
passed on to consumers, though there may be some question as to 
whether the ultimate price of the taxed items has been increased by 
exactly the amount of the tax, or by more than the tax, or by less. But 
what, if any, are the effects on prices of property tax rates, of personal 
income taxes, of capital stock taxes on corporations, of the federal cus- 
toms duties, of an mheritancc or estate tax? To what extent can 
these taxes be shifted by the original payers to other elements in the 
commlinity, thus transferring tax burdens from those who pay the 
collector to others who have no direct contact whatsoever with the 
machinery of tax administration ? To what extent do these taxes add 
to the costs of the original payers yet permit no corresponding expan- 
sion of gross income through price' adjustments, so that the original 
payers find their net income or profits reduced ? 

In short, who ultimately bears the burden of the various taxes im- 
posed by the federal, state, and local governments of this country F 

This question has challenged the keenest thought of fiscal econo- 
mists smee men began to speculate on problems of taxation. Litera- 
ture on this subject is more profuse than on any other issue in Public 
Finance. Although there may be wide confusion in the popular 
mind on how tax W4ens may be shifted and whom they ultunately 
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burden, the fundamental principles involved have been well worked 
out m tax literature, and there is substantial agreement on most basic 
conclusions. 

Two new terms— “shiftmg” and “incidence”— appear throughout 
this discussion, and require precise definition. Shifting ^ a tax con- 
notes the transfer of the burden of a tax by the original payer to 
someone else. The tax may be added in proportioned fractions to 
the prices of the goods or services sold by the original payer, and 
^ thus be shifted forward to consumers. Or the original payer may 
reduce the prices paid for purchases — the prices of raw materials, 
the rent of land and buildings, the interest on borrowings, the wages 
of employees — and so shift the tax bachward to the producers of raw 
materials, to the landlord, to the creditor, or to the employees. Cases 
of backward shiftmg of a tax are rare, and the discussion of this 
chapter deals primarily with forward shifting. ' 

The term “incidence” is applied to the ultimate resting of a tax 
upon some mdividual or class of mdividuals who are unable to shift 
It further along. Possibly a tax may be shifted but once from the 
origmal taxpayer, in which case the incidence of the tax is clearly 
upon the group who have received the transferred burden. Possibly 
the process of shifting may proceed through a long chain of eco- 
’ nomic relationships, with fractions of the tax burden clmgmg along 
the chain, until there is no immediate connection between the orig- 
inal taxpayers and those who collectively bear the burden of the tax; 
in this case the incidence of the tax has become diffused. 

HISTORICAL SURVEY 

No ordered Ime of historic development may be traced through 
the welter of writings on the economic effects of taxation. Most 
of the literature on the subject has been controversial rather than 
acad.emic. And as the accidents of fiscal legislation modified the 


^ The subject of tax shifting is discussed by some writers under the titles “escape,” “eva- 
sion,^’ and “avoidance” But since these terms are of more value elsewhere m Public 
Finance than m the present instance, their use is reserved for a later chapter (see p. 305 of 
this volume) The student should bear in mind, however, that in many discussions of 
this subject, both popular and scholarly, “escape,” “evasion,” and “avoidance” are used as 
synonyms for “shiftmg ” 
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issues of controversy, old doctrines have been dropped as irrelevant 
and new unrelated ones propounded and expounded. Our history 
of the economic theory of taxation, consequently, is more the record 
of episodic and often contradictory approaches to the subject, than 
a progressive development of knowledge. 

Doctrines of the English excise controversy 

Tax economics first emerged as a popular issue in England during 
the late seventeenth and early eighteenth centuries. The contro- 
versy turned upon a proposal to levy a general excise or tax on the 
domestic production or sale of all commodities. Several pamphlet- 
eers, mcludmg no names of importance, wrote to prove that such a 
tax would burden the producers and dealers who originally paid it. 
One school of writers, of whom the most noted was WiHipm Petty, ^ 
argued that producers or dealers would shift the tax to the purchas- 
ers of the taxed articles, and that the consumers would bear the bur- 
den in proportion to their expenditures for articles of consumption. 
Another group, headed by Thomas Miin,^ argued that poorer con- 
sumers would be reimbursed for this tax burden by obtaming 
higher wages, and the burden of the tax would thus be shifted a 
step further to the manufacturers who paid their wages. In turn, 
by embodying the increased wage burden m the prices of luxury 
articles, the manufacturers would shift it to rich consumers. A 
fourth school of writers, of whom the most famous was the philos- 
opher John Locke, ^ believed that a general excise on commodities 
would eventually rest as a burden on landlords’ rent. Tenant farm- 
ers as well as other employers would be compelled to pay higher 
wages for their labor. At the same time the market for their prod- 
uce would be narrowed by the tax, since general purchasing power 
would be reduced. Landlords would have to reduce their tenants’ 
rent, if the latter were to derive even a minimum livelihood from 
their rented land. 

Treattsff of Taxes and Contributions (London, 1562)* 

® England’s Treasure by Forraign Trade, or, the Ballance of our Fomugn Trade ts the 
Rule of our Treasure (written 1630; pub London, 1664) 

^Sotne Considerations of the Consequences of the Lowering of Interest, and Raising the 
Value of Money (London, 1691), 
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Doctrines of the Physiocrats 

The group of French writers known as Physiocrats ® developed 
the theory of tax incidence casually stated by Locke into a philos- 
ophy of taxation. They based their doctrine on two propositions: 

wages persist at a minimum-of-subsistence level, hence any tax 
touching wage-earners would force the payment of higher wages, 
and shift the tax to their employers; ^(2)..any tax which thus affected 
industry, commerce, or the professions would tend to drive capital 
out of these lines by reducing profits, and the reduced supply result- 
ing would lead to increased prices, thus shifting the tax to other ele- 
ments of the community. Landowners were the only economic class 
with a “surplus” out of which taxes might be paid. 

These “scientific” doctrines of the Physiocrats led to the conclusion 
that no matter upon whom, or in what form, a tax was levied, its bur- 
den ultimately rested upon the rent received by agricultural landlords. 
Since, said the Physiocrats, the process of shifting a tax levied on 
wage-earners, manufacturers, merchants, or professional men might 
cause serious economic disturbances and maladjustments, all tax rev- 
enue should be raised by a single tax on agricultural rent — ^the ulti- 
mate source of all tax revenue. Such a tax would involve none of the 
friction of shifting, and would cause the least economic disturbance. 

Doctrines of Adam Smith 

Adam Smith devoted a substantial portion of his Wealth of 
Nations’^ to the problem of the incidence and shifting of taxes. 
His theories, developed in part from those of the Physiocrats, were 
broader and less doctrinaire. Briefly summarized, his argument was 
that taxes on wages, on industrial profit (interpreted as compen- 
sation for risk), and on commodities which could be classified as 
necessities, were always shifted — ^partly to landowners, partly to rich 
consumers, and to a small extent to the lenders of capital. Taxes 
on land or luxuries were not shifted; they remained a burden on 
landowners or on rich consumers. 

® Including Quesnay, Mirabeau, Meraer 4e la Rivi^c, Du Pont de Nemours, Baudeau, 
Lc Trosne* and Turgot 

Inquiry into the Nature md of th^ WcM\ot Nations (LondoUr 1776), 

Book V, Ch. II, Part 2, 
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' Doctrines of David Ricardo 

Ricardo’s principles of tax incidence^ were, in the main, an 
elaboration of the doctrmes of Adam Smith, although they dis- 
agreed on some details. The Ricardian doctrme embraced six 
points: (i)- A tax on economic rent is not transferable; it remams 
on the landlord. A tax on the wages of ordmary labor is 
transferred to the employer, and is in reality a tax on profits (3) 
A tax on profits in general is not transferable; it remams on the 
capitalist. (4)J3ut a tax on the profits of a particular employment 
will be transfetred to the consumers of its product, since capital will 
shift out of the burdened mdustry, its output will decline, and the 
resulting scarcity will raise prices for the line. (5) Taxes on com- 
modities paid by the producer ^includmg tithes and other land 
taxes except those on rent) are, like taxes on' particular profits, 
shifted to the consumer. (6) In the case of commodities consumed 
by the laborers, there is a further shifting to the capitalists by whom 
these laborers are employed. TTiese prmciples, enunciated by Ri- 
cardo, were the background of the fiscal writmgs of the English 
Classical economists. 

t 

^‘Equal-diffusion” theory of tax incidence i 

"While Ricardo’s theories ruled the history of English fiscal 
thought, a doctrine of incidence known as the “equal-diffusion 
theory” came to the fore on the Continent and in the United States.® 
Under this doctrme, every tax, however laid and whatever its form, 
was eventually diffused equally and equitably throughout the eco- 
nomic community through the process of continuous shiftmg. The 
practical conclusion of this doctrine was that any tax, no matter 
how unjust in its original levy, by continued application achieved 
justice m the distribution of its burden. A legislature could blxmder 
only by levying a new kind of tax. 

^ On the Vnnciptes of Political Economy and Taxation (London, 1817), Chs VUI-XVH 

® Prominent expositions of the *’cqual-di£usion theory” were in France— M A Thiers, 
De la PropnStS (Paris, 1848) j in Germany— M v Pnttwxtz, Theorte dcr Steuem und 
Zolle (Stuttgart, 1842); m Austria — L. v Stem, Lehrhuch def Pinanzmssensekaft (Leip- 
zig, fourth editiqn, 1878); in the United States — T>. A Wells, "‘Prmciples of Taxation,” m 
Lalor’s Cyclopaedia of Political Science, VoL III (1884). 
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Modem developments in incidence theory 

Fiscal economists in more recent times have avoided committing 
themselves to any single generalized theory of tax incidence. In- 
stead, they have devoted themselves to fillmg gaps in the theories 
of the older economists, checking and correcting the details and the 
particular applications of these general theories, and improving 
their expression. The ma r g in al ...an a 1 y si s^of . price, detcrmi nan on as 
developed by the Ansfrian .Srlino l and Alfred Marshall provided a 
foundation for new theories on the shifting of commodity taxes. 
With the development of the dncrrine of tIie...rapit alization of pen - 
odicJaxes,® a very important omission in the older theories of inci- 
dence was filled m. .gtatisticaLxesearch has provided inductive 
verification for many propositions that had been previously only 
unproved generalizations. Finally, the symbolic techniqu e has per- 
mitted a more concise and a more searching analysis of the various 
problems of tax mcidence^® than was possible for the older econ- 
omists. 


BASIC FACTORS IN TAX SHIFTING 

Whether a tax can be substantially shifted depends on (l)-the na- 
ture of the tax,“ the economic circumstances under which it is 


^ Particularly by K H Rj^u, Grundsatze der Ftnanzwtssenschafi (Heidelberg, 1 832 ) and 
by A E FjScha'fQe, Die Grundsatze der SteuerpQlttt\ und die <;chweherden i inanzhagen 

(TubmgenT 1880) 

i^See, particularly, ^ Edgeworthj “The Pure Thegxy o£ ^Taxation,” in his Papers 
Relating to Political Economy (London, 1925), and A C Pigou, A Study in Public Finance 
(London, 1928) 

The question of what types of taxes can be shifted is often begged, and the issue con- 
fused, by use of the terms “direct tax” and “indirect tax ” These terms were first devel- 
oped by the Physiocrats — ^“direct” for nonshifted taxes, “mdirect” for shifted levies Adam 
Smith used them loosely according to distinctions in assessment methods — “direct” for 
taxes assessed according to mcome or property, “indirect” for taxes assessed in proportion 
to expenditures. Subsequent writers have twisted and turned the words to a confusmg 
variety of meamngs Some authors consider “direct taxes” the periodic taxes on persons 
or property, and “indirect taxes” the nonrepcated impositions on commodities Other 
writers have used the terms to distinguish between taxes on objects as against taxes on 
events, between taxes on possession as against taxes on consumption, between taxes on 
production as against taxes on consumption, between taxes on income as against taxes 
on expenditure And, as we saw in Chapter VIII (p 207 of tins volume), American law 
uses the two terms in a special sense divorced from all cronoiiiic coiisideiaiions Such 
confused and contradictory usage has robbed the terms “diicct” and “indirect” of any 
value they might possibly have had in fiscal economics In accordance with Professor 
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levied/^ and Q) the taxpayers’ practices m taking advantage of 
any possibility of shifting. The relation of the first two factors 
to the problem of tax shifting constitutes the subject matter of 
this chapter. As to the third factor, the generalization may be made 
that rarely do the practices of taxpayers operate to prevent tax shift- 
ing where the economic possibility exists. 

Two generalizations — they might almost-. he railed ranon.s:— on >' 
the relation between the nature of a tax and the possibility of shift- 
ing It may be stated before proceeding to a consideration of the 
incidence of the various types of taxes. 

1. A tax cannot be shifted when it is purely personal — 
when, like a general poll tax or an inheritance tax, it has no rela- 
tion to any business dealmgs of the taxpayers. This is so because 
taxes can be shifted only through business relations, through the 
prices (mcludmg wages and rents) charged for goods and services. 
These price changes, m turn, are determined by changes in the 
demand or supply of the commodity or service involved. And a 
personal tax cannot modify supply or demand, smce it does not 
affect any business relationships which can in turn affect demand 
or supply. 

2. A tax upon “economic surplus” cannot be shifted. 
“Economic surplus” has been defined as “that part of a payment or 
accretion of purchasing power which is not necessary either to 
maintain the service of a factor of production, or to its necessary 
or desirable increase.” Included in this concept are net rent, net 
profits, and such windfall receipts as capital gams, mheritances, and 
g am bling gams. Net rent and net income do not affect prices or 


Bullock's suggesuon that these two terms be expelled from tax discussion as agents pro- 
vocateurs, they arc not employed m this study 

special case under this headmg, emphasized by some writers, occurs where an ear- 
marked tax is spent for a purpose that a^ects the basis of the tax Thus the building of 
motor highways with revenues derived from gasolme taxaUon increases the demand for 
gasoline, and a0ccts its price over and above the puce effect of the shifting of the tax 
Such a situation is rare, and no further analysis is given to it in this volume For an able 
discussion of this issue see M Slade Kcndnck, “The Incideice and Effects of Taxation,” 
Americm 'Economic Review, VoL XXVII, December 1937, pp 725-734, and Alfred G 
Buehler, “Public Expenditures and the Inadence of Taxes,” American Economic Review, 
Vol XXVni, December 1938, pp 674-683 , 

iSMerlm H, Hunter, "The Taxation of Economic Surplus,’ Tax Magazine, May 1935. 

P 270 
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costs^ but are determined by them. Inheritances and gambling 
gains have no thin g to do with business procedure. Hence a tax on 
any of these elements cannot work itself either forward or back- 
ward into prices or cost payments. 

INCIDENCE OF SPECIAL COMMODITY TAXES 

To what extent a tax on a particular commodity may be shifted 
differs according to whether the commodity is produced under cir- 
cumstances of business competition or monopoly. Consideration 
here will be given primarily to the shifting, mcidence, and related 
economic effects of taxes on commodities produced competitively. 
The circumstances of taxes on commodities produced monopolisti- 
cally will receive supplementary treatment. 

Tax incidence on rnmpei-ii-ively p rnduf.ed.. commodities, is pre- 
eminently dependent upon the character of the demand for the 
taxed commodities and upon the cost factors inherent in their pro- 
duction. I 

Character of demand as a factor 

' If a tax proportional to the price of a commodity — or, what is 
practically equivalent, per unit — ^is levied on its production or sale, 
the producers or dealers of that commodity tend initially to add the 
amount of the tax to the original prices. Since all producers or 
dealers who handle the commodity must pay the tax, there will be 
no competitive factor to check this tendency to shift the tax by 
addmg it to the price of the commodity. 

Consumption demand, depending on the nature of the com- 
modity in question, may be extremely elastic, moderately elastic, 
or comparatively inelastic in relation to price. For the so-called 
“middle-class luxuries” like table delicacies, demand is sharply elas- 
tic— that is, purchases of the commodity will vary widely inversely 
to its price. Were the producers or dealers to follow their initial 
tendency and add a tax to the original price of such commodities, 
purchases, would be reduced markedly. A tax added to the original 
price of a commodity for which demand is only moderately elastic 
would produce a similar though less extreme reduction in demand. 
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But where demand, as m the case of salt, is very inelastic, it would 
not be affected by the addition of a tax to the original priced^ 

Long-term character of supply as a factor 

As we have seen, the addition of a tax to the original price of a 
particular commodity reduces purchases to the extent that demand 
for the commodity is elastic. In the long run, the producers must 
reduce their output in accordance with the decline in purchases, 
Assuming that the loss of market is distributed proportionately 
among all producers, the effect of such reduction of output upon 
the price charged varies with the character of the supply of the 
commodity — whether it is produced at constant, increasing, or de- 
creasing cost. 

If the taxed commodity is produced at constant co sti^ reduction 
in output will not affect cost price. Cost price remains the same 

i^The three propositions stated above may be illustrated by the following diagrams* 



nCUPE 1 FIGURE n FIGURE HI 

HK5HLY oBtIC 0O1AN0 hOOCRATaY CUJnC OfJlAW INELASTIC OCFlAMD 


Demand for the commodity represented in Figure I, indicated by the line DD, is highly 
elasUc — as the price per unit falls, purchases increase rapidly Demand for the commodity 
represented m Figure II has considerable elasticity, but not so marked as in the precedmg 
case In Figure III, demand for the commodity represented is absolutely melasuc — ^Ime 
D"D" IS vertical and no change m unit price can cause purchases of the commodity to 
increase or decrease in amount. 

Lines SS, S'S', and S"S" represent the original supply prices of the three commodiues 
before the imposition of the tax The amount of each commodity purchased at these 
original supply prices is indicated by the points Y, Y\ and Lines TT, TT^ and 
T"T" represent the pnees charged for the three commodities after the producers or dealers 
have added an identical tax to the original price of each. The amount of each commodity 
purchased at the increased price is indicated by the points X, X , and X 

The horizontal distances OY and O'Y' indicate the reductions of purchases which result 
m the first two cases from the addition of the tax to the origmal price. Note that the 
horizontal distance OY is greatest m Figure I, which represents a commodity with an 
extremely elastic demand In Figure III, representing a commodity with an absolutely 
inelastic demand, there is no horizontal difference whatsoever between X" and Y^' 

That IS, the cost of production is constant for all amounts of the commodity withuJ 
the range of the decreased demand resulting from the addition of the tax to the original 
price. ' 
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whether the output is large or small, and producers or dealers add 
the tax to this constant cost price. Consumers may purchase smaller 
i amounts, but they pay the original price plus the tax 
' If the taxed commodity is produced at mcr£asing.-CQSt,-as are 
many agricultural products, the consequent reduced supply can 
be placed on the market at a lower cost price In the reduction 
of output, the last, most expensive increments of the supply, which 
originally determined the price for the whole supply, will be lopped 
off. But the mitial drop in purchases was predicated on the addi- 
tion of the tax to the mitial cost price of the original supply. Actu- 
ally, the price of the reduced supply (including the tax) will be 
somewhat lower than the price at the original cost plus the tax. 
Therefore, the fall in demand will not be as great as was first as- 
sumed, nor will the reduction of supply and hence of cost price be 
so large. In the long run, the imposition of a tax on commodities 
produced at increasing cost results in a new price equilibrium higher 
jthan the original price, but not higher by the full amount of the tax. 

When, as with many standardized machme-made goods, the taxed 
commodity is produced at decreasing cost and large output permits 
economies of production and distribution, a reduction of output, 
by preventing these economies, will cause the reduced supply to be 
placed on the market at a higher cost than die original supply. The 
new unit cost plus the tax will be higher than the original cost plus 
the tax which caused the mitial reduction of purchases. Purchases 
will be further reduced, causing further drops in output and still 
higher unit costs until either a new price equilibrium is reached or 
the commodity goes off the market. When a tax is imposed on a 
commodity produced at decreasing cost, the new price equilibrium, 
if reached, is higher than the origmal price and by more than the 
amount of the tax.^® 

Special circumstances of demand and supply 

Two distinct commodities may be so nearly identical in many 
of their attributes that, from the point of view of the individual’s 

The effect o£ a tax imposed on a commodity having clastic demand under the circum- 
stances of supply at constant cost, at mcrcasing cost, and at decreasing cost, may be 
illustrated by the following j^agrams: 
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consumption demand and of general consumption demand, they 
are competitors. Examples of such competing or rival commodi- 
ties are oleomargarine and butter, and domestic goods which com- 
pete with imported goods. So long as the prices of the two com- 
modities are approximately the same, or bear a reasonable relation 
to quality differences, both commodities will maintain their posi- 
tions on the market. Should a tax be levied on one of these com- 
modities, and should the producers or sellers seek to add the tax to 
the price, consumer demand will shift from the taxed to the un- 
taxed commodity. 

What effect this shift of purchases will have on the prices of 
the two competing commodities will depend upon the character of 
their supply. Where both are produced at constant or at decreasing 
cost, the taxed commodity will be driven completely off the market 
unless it succeeds in tapping a specialty demand, since it can never 



FIGURE I FIGURE n FIGURE HI 

C0N3TANT C05T INCREASING COST DECREAStt^ COST 


The slanting lines DD, D'D^ and D"D" represent clastic demand for a commodity 
In Figure I, the supply of the taxed commodity is produced at constant cost (line SS, 
representing the series of original supply paces for all amounts of the commodity, is hori- 
zontal), and purchases and supply equilibrate at price X The addition, of the tax to the 
senes of original supply paces for all amounts (line TT being higher than line SS by 
the amount of the tax) results m a decrease of purchases equal to OX, but the vertical 
difference OY between pomts Y and X is exaedy the verucal difference between lines SS 
and TT — the new pace is higher by exaedy the amount of the tax. 

In Figure II, the supply of the taxed commodity is produced at increasing cost (line 
S^S^ representing the senes of origmal supply prices for all amounts of the commodity, 
slants upward to the right), and purchases and supply equilibrate at price X" As in the 
prccedmg case, the addition of the tax to the scries of original supply prices results m re- 
duced purchases Because of the slant of the lines S S and T T^, the vertical distance 
O'Y' between pomts X' and Y' is less thair the vertical distance between lines S'S' and 
TT^ — .the new price is higher hy less than the amount of the tax. 

In Figure III, where line S"S" represents the scries of original supply prices of a com- 
modity produced at decreasing cost (the slant of line is downward to the right), the 
contrary slant of lines S"S" and T"T" causes the vertical distance ^0"Y" between points^ 
X" and Y" to be greater than the vertical distance between lines and T'T" — the nevr 
price IS higher by more than the amount of the tax. 
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regain price equality with the other. If the two commodities are 
produced at constant cost, the untaxed commodity will take over 
its rival’s market without any change in price. If the two com- 
modities are produced at decreasmg cost, the untaxed commodity 
will be able to take over its rival’s market at a lowered price, since 
Its own supply will be increased thereby. 

But a ta:X levied on one of the cQropcM.ng, commodities where 
both are produced at increasing cost, will not necessarily force it 
altogether off the market. Although part of its market will go to 
Its untaxed rival, the increased output will raise the cost of produc- 
tion, and hence the price, of the untaxed commodity. At the same 
time, the reduction in output will lower the production cost of the 
taxed commodity, and thus the price at which it can be placed upon 
the market. At the point where the combined cost increase of the 
untaxed commodity and cost decrease of the taxed item equal the 
amount of the tax, a new price equilibrium for the two commodities 
will be established, higher than the original price, but not higher 
by the full amount of the tax. Thus a tax on one of two competing 
commodities produced at increasing cost is shifted to the consumers, 
partly through a price increase of the taxed item, partly through a 
related price increase in its untaxed rival. 

A tax laid on one of two .complementarv comm odities — ^ite ms 
such as typewriters and typewriter ribbons whose consumption is 
necessarily joint — presents a second special circumstance. Purchases 
of the taxed commodity will fall off in accordance with the elasticity 
of Its demand, and the effect upon its price will depend upon 
whether it is produced at constant, increasing, or decreasing cost. 
Meanwhile, the reduced demand for the taxed commodity will en- 
gender a reduction in the demand for its untaxed complement. In 
the long run, the circumstances of supply will determine the effect 
of this reduced demand for the complementary commodity. Price 
will remain unchanged if the untaxed complementary commodity 
is produced at constant cost. If it is produced at decreasmg cost, 
the price will increase. Should it be produced at increasing cost, 
^e price will decline. Since the demand is joint, any change in the 
price of the untaxed complementary commodity further affects pur- 
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chases of the taxed commodity, and involves still further readjust- 
ments of prices, purchases, and supply to reach a new market 
equilibrium. 

When a tax is levied on one of two jointly produ ced ^oducts, 
such.-asJiut ter_and-b .uttermilk, a third special situation is presented. 
It may be assumed that the original price of each joint product 
has adjusted itself to a point at which the entire supply of both joint 
products is consumed. An attempt to shift the tax by addmg it to 
the price of the taxed product will reduce the purchases of that 
commodity according to the elasticity of its demand. This reduc- 
tion of purchases will, in turn, cause a reduction in the outputs of 
both the taxed commodity and its untaxed joint product. Such a 
reduction in the supply of the untaxed commodity, unaccompanied 
by a change m demand, will give the producers the opportunity to 
raise the price to the point where the reduced demand caused by 
the price increase will just equal the reduced supply consequent 
upon a reduction in purchases of the taxed commodity. Thus a tax 
on one of two commodities jointly produced, besides its effect on 
the price of the taxed item, increases the price of the untaxed by- 
product, the degree of increase dependmg upon the relative elas- 
ticity of the demands for the two commodities. 

Incidence of a tax on a commodity produced monopolistically 

Perfect monopoly is rare in American industry, but a large ele- 
ment of monopoly enters through the control which particular 
firms hold over limited natural resources, through patent and con- 
tract rights running for periods of years, through the trade-mark 
goodwill attachmg to the products of certain concerns and through 
trade agreements. Within limits, such quasi-monopolistic firms can 
set and maintain prices not directly related to the production costs 
of their products. 

If a tax is levied on a monopolistically produced commodity for 
which the “monopoly price” is charged, the effect of the tax on 
the price will differ in de gre e, but not in kind> from the case of a 
competitively produced commodity. Very much like a group of 
competing producers, the monopolist will raise the price of his 
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commodity by less or more than the amount o£ the tax m order to 
maintain his maximum net profit, and will readjust his supply to 
reduced purchasing in accordance with the character of the demand 
for the commodity and the circumstances of its production But, 
whereas the price among competing producers would be adjusted 
to the production cost of the marginal producer of the given sup- 
ply, the monopolist will set a price which allows him his maximum 
“monopoly profit.” Price increase because of the tax is smaller in 
the case of a monopolistically produced commodity for which the 
“monopoly price” was charged ongmally, than m the case of a com- 
petitively produced commodity. Where demand is “regularly” elas- 
tic (increasing in arithmetic ratio as the price falls), for example, 
the price of a commodity produced at constant cost is increased 
by exactly the amount of the tax, if production is competitive,^’ 
and by exactly half the amount of the tax if production is purely 
monopolistic.’® 

This case IS dealt with on pp 235-236 o£ this volume 
^®This proposition can be established geometrically as follows 



The vertical axis OP measures the price scale per unit of the commodity. The hori- 
zontal axis OA measures the amounts of the commodity purchased and produced The 
slanting demand line DD indicates a “regularly” elastic demand for the commodity 
The horizontal supply cost line SS indicates that it is produced at constant cost 

The monopohsuc producer will produce and sell amount OM" at price OM' His' 
profit is represented by the rectangle SXMM" set within the right-angle triangle DSS formed 
by the vertical price axis, the supply cost line, and the demand line It is a geometrical 
proposition that the largest rectangle which can be drawn within a right-angled triangle 
IS formed by the perpendicular bisectors of the two sides, which meet at the midpoint of 
the hypotenuse. The figure above has been so drawn Consequently, the rectangle 
SXMM' as drawn represents the maximum monopoly profit at the given supply cost and 
demand schedule 

The levy of the tax raises the supply cost line to TT. The monopolistic producer will 
now produce and sell amount ON" at price ON'. Rectangle TYNN', constructed within 
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In practice, the prices set by monopolistic or semimonopolistic 
producers are usually lower than the price that would produce the 
maximum “monopoly profit.” Such producers can add the full 
amount of a tax to their original price with little or no mjury to 
their profits. They would probably feel it right and proper that a 
special tax on their product should be passed on to the consumers,* 
Commodity taxes on the products of monopolists and quasi-monop- 
olists, then, are likely to be added in toto to prices. 

Short-term factors in commodity tax incidence 

Perfect elasticity of supply, and the possibility of its frictionless 
reduction, were presupposed in the preceding discussions of supply 
readjustments when demand is reduced by the imposition of a tax, 
and of the effects of these readjustments upon price. These condi- 
tions, however, are not encountered m practice. Such readjustments 
will take place in the long run, but for shorter or longer periods 
after the imposition of a tax, a different set of factors operates. 

Reduced demand for a taxed commodity, because of a price in- 
crease, tends to be effected without friction and without lag. But 
the readjustment of supply to the reduction m purchases is not so 
smooth a process. Dealers must sell the supplies of the taxed com- 
modity which they have on hand. Producers often find it impos- 
sible to convert their capital equipment — ^in which they may have 
heavy mvestments — ^to other lines of production. Both dealers and 
producers thmk in terms of “maintammg their markets,” and they 
will seek every means — sometimes even those contrary to their true 
economic advantage — to avoid losing these markets because of a 
reduction in purchases consequent upon a price rise following the 
imposition of a tax. 

Reduced profits for both producers and dealers, perhaps to the 
extent of converting annual profits into annual deficits, are likely 
to be the immediate result of a commodity tax. Such loss may 


triangle DTT exactly in the same way as the rectangle SXMM' in triangle DSS, represents 
the maximum monopoly profit to be obtained at the new supply cost Smee the line 
N'N bisects line DT^ and line MM' bisects line DS, the , distance between points N' 
and M' must be exactly half the distance between points T and S — ^that is to say, the pnee 
of the taxed commodity is increased by exactly half the amount of the tax 
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occur because producers and dealers decide to bear a tax themselves, 
rather than raise the original price of the taxed commodity. Al- 
though purchases will, in this event, remain at the old level, the 
profit of producers and dealers on each sale will be reduced by the 
amount of the tax. If the producers and dealers decide to add the 
4ax to the price, however, the consequent reduction in demand will 
lead not only to reduced profits through fewer sales, but also to 
increased overhead costs on equipment thus rendered idle. 

How long this period of reduced producers’ and dealers’ income 
will last depends upon the character of the industry. Some pro- 
ducers may find it possible to transfer readily to other, untaxcd 
lines of production, or to reduce output without excessive piling up 
of overhead costs. Their period of readjustment is of short dura- 
tion. Or, in the case of an expanding industry, the growth trend 
may quickly take up the slack of demand and ptoduction caused 
by adding the tax to the price. When productive activity is not 
transferable to other lines, however, readjustments of supply take 
a longer time, since they are accomplished by the deterioration of 
the equipment of the industry, and the failure of new capital to 
enter it because profits are below normal. 

Business cycle trends are also an important factor in determining 
the case and rapidity of a commodity tax shift. In a boom period, 
with consumer demand outrunning the capacity of an industry, a 
special tax on its product can be passed on in higher prices immedi- 
ately. A tax imposed in recession times, on the contrary, would 
tend to remain a burden on the industry for as long as the period 
of slack demand lasted, since an increase of prices would probably 
cause an even greater loss by further stranglmg demand. In con- 
cealed fashion, however, special commodity taxes may be shifted 
during a recession by checking a price decline that would otherwise 
occur. 

At the time of the tax levy, the producers of the commodity may 
enjoy some special temporary advantage which has enabled them 
to maintain a profit level above the general industrial average by 
more than the amount of the tax— -they enjoy an “economic sur- 
plus.” If demand for the taxed commodity is at all elastic, the 
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producers will probably absorb the tax in order to maintain their 
markets. Smce their profit level will remain higher than the gen- 
eral mdustnal average even after they absorb the tax, there will be 
no factors forcmg a reduction in supply. The long-term effect of 
a tax on the price of such commodities is delayed until the period 
of special producers’ advantage ends. 

Related economic effects of commodity taxes 

Where the elasticity of demand for a commodity is high, so that 
purchases declme more rapidly than its price increases, consumer 
expenditures on this commodity will be lower after the imposition 
of a tax than before. The purchasing power thus released will be 
expended on other commodities, and will tend to strengthen demand 
for them. Conversely, if the elasticity of demand for a commodity 
is low and purchases decrease less rapidly than its price increases, 
the imposition of a tax will cause consumers to spend more on that 
commodity than formerly. Demand for other commodities will 
correspondmgly be weakened. 

Meanwhile, as purchases of the taxed commodity fall off, the 
supply tends to be reduced and capital and equipment released 
from this line of production to other, and untaxed, lines. Since 
the influx of capital will operate to increase the supply of the un- 
taxed commodities, if demand factors remain unchanged, the prices 
of these untaxed commodities will tend to decline. But, as was 
noted above, depending on the relative elasticity of the demand 
for a commodity, the imposition of a tax is likely to strengthen or 
weaken the demand for untaxed commodities. A strengthened 
demand for the untaxed commodities will offset the tendency of 
their increased supply to lower their prices. A weakened demand 
for the untaxed commodities will augment the tendency, on the 
supply side, toward lower prices. 

These secondary effects of a tax imposed on a particular com- 
modity involve such minute relationships of supply and demand, 
and operate so circuitously, that they may be ignored in consider- 
ing the practical economic effects of taxes on particular commod- 
ities. 
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INCIDENCE OF A GENERAL COMMODITY TAX 

A universal tax on all commodities, a comprehensive manufac- 
turers’ excise or a retail sales tax, for example, may for some pur- 
poses be considered a series of individual taxes on particular com- 
modities Starting with this premise, and applymg the prmciples 
developed in the precedmg section of this chapter, we would arrive 
at the conclusions that the tax would hardly affect purchases of 
necessities for which demand is relatively inelastic, that purchases 
of seminecessities having more elastic demand schedules would fall 
off slightly, and that purchases of semiluxuries and certain luxuries 
for which demand is highly elastic might decline sharply. Fmal 
prices for all commodities would be higher — ^in some instances by 
more than the amount of the tax, m others by less than the amount 
of the tax — than the pre-tax schedule of prices. And, taking into 
account the circumstance that the consumption of necessities out- 
weighs the consumption of luxuries and semiluxuries, we should 
conclude that a general commodity tax, while reducing the volume 
of purchases, would increase somewhat the total of consumption 
expenditure. 

But in arguing thus, we are omitting from consideration special 
factors which enter with telling weight when a general commodity 
tax is levied. Individuals with small incomes normally expend 
them entirely on consumption items— -necessities primarily, a smaller 
proportion of seminecessities, and occasional semiluxuries. A gen- 
eral commodity tax cannot mcrease their consumption expendi- 
tures; it can only reduce the volume of commodities and services 
they buy. In effect, it reduces their true income. The basic char- 
acter of their consumption demand is changed. According to the 
severity of the tax, they must cut somewhat their purchases of 
necessities, and still more their purchases of semmecessities and 
semiluxuries. 

Although the line of reasoning is different, somewhat the same 
conclusion is reached for consumers m the middle-income range. 
Each individual divides his income between consumption expends 
turc and savings in proportions dictated by his personal tastes and 
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his general economic status. But for most middle-income indi- 
viduals, saving is a more inelastic function than consumption ex- 
penditure. A general commodity tax, instead of mcreasing the 
monetary amount of their consumption expenditures and so reduc- 
ing their savings, is likely to reduce their commodity purchases 
somewhat. Again we find that die tax reduces total consumption 
demand and modifies its basic character. 

Some economists argue that a general commodity tax may be 
considered equivalent to a tax on consumption expenditure. As 
such, it reduces the value which the mdividual, and hence the 
consuming public generally, derives from money spent on con- 
sumption purchases, while money laid out for savings and invest- 
ments retams its origmal value. Hence, by the law of diminishmg 
returns, such a tax will cause consumers to decrease their consump- 
tion expenditure and increase their savings until the increasmg 
utility of the former and the decreasing utility of the latter strike 
a new equilibrium. On the basis of this argument, middle-income 
individuals might increase their savings m the face of a general 
commodity tax, thereby reduemg their commodity purchases by 
more than the amount of the tax, and altermg their consumption 
demand schedules even more than was mdicated in the paragraph 
preceding. This effect would be particularly noticeable if the gen- 
eral commodity tax was of an emergency character, and its duration 
was expected to be short; for the period of the tax there would 
exist a strong incentive for the middle-income group to hold down 
their expenditures and expand their savings. 

Only among the small numbers of the rich, whose consumption 
expenditure is not conditioned primarily by income considerations, 
do we find the total of commodity purchases and its distribution 
unaffected by a general commodity tax. On the general market, 
however, the expenditures of this small group are completely over- 
shadowed by the expenditures of the poor and middle-mcome 
classes. 

We may conclude, in view of these considerations, tl^pa general 
commodity tax reduces the total of consumer purchases.^ There- 
fore, It accentuates the elasticity of the demand for each commodity 
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in accordance with the degree of its original elasticity. Purchases 
of necessities, for which demand is relatively inelastic, may be re- 
duced but slightly. But demand for semiluxuries and luxuries will 
suffer doubly. A distinct change in the consumption pattern of 
the community may ensue. What effect this magnified falling-off 
of demand for semiluxuries and luxuries will have on their prices 
will depend upon whether they are produced at constant, increas- 
ing, or dimmishing cost,^® 

INCIDENCE OF PERIODIC TAXES ON DURABLE 
PROPERTIES 

Durable properties and property rights — ^land, buildings, ma- 
chinery, furniture, mortgages, corporate and municipal securities — 
may be taxed periodically. Such a tax cannot, of course, be paid 
in kmd out of the property itself. If the property produces a periodic 
monetary income, such as rent or interest, or contributes to the 
earning of business profit, the tax may be paid out of this income. 
If the property yields its services directly to the owner without his 
receiving them m monetary form, as does an owner-occupied dwell- 
ing or an automobile maintained for pleasure driving, the tax must 
be paid out of other income received by the owner. 

When and to what extent periodic property taxes are shifted, is 
one of the most difficult problems to which the student of Public 
Finance must turn his attention. Possibilities of shifting differ with 
(1) whether the tax is universal on all properties or limited to a 
specific class of properties, (2) whether the taxed property is held 
for personal use or is rented or employed in some busmess connec- 
tion, and (3) whether the property is of a reproducible or non- 
reproducible character. We shall explore first the problem of 
special property tax, difierentiating wherever necessary between 
personal, rented, and busmess properties, and between reproducible 
and nonrcproducible properties. This discussion of specific prop- 
erty taxes will lead the way to consideration of a periodic tax apply- 
ing to all durable properties. 

For an argument that general comiiibdity taxes arc shifted hcic\ward to reduce wages, 
interest, and rent, see Harry G, Brown, “The Incidence of a General Output or General 
Sales Tax*’* Journal oi Political Economv. VoL XLVII, 1939* dd 254-2f>2. 
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Immediate incidence of a special property tax 

In no way can an owner shift a special annual tax imposed on 
a class of property commonly held for personal use — on pleasure 
automobiles, on owner-occupied dwelling houses. His personal 
ownership of such properties mvolves no busmess relationship that 
will enable him to shift the tax forward or backward to someone 
else. 

Even when the taxed property is rented to a tenant instead of 
being held for personal use, the owner cannot immediately shift 
the tax by increasing the rental charge. Under normal circum- 
stances this rental charge, like any other price, is established by 
the interaction of demand for the rented use of such property and 
the supply of such properties in existence. Neither the demand 
for such properties nor their supply is immediately affected by 
the tax. Hence, the tax cannot immediately affect the rental charge 
— ^unless, of course, the pre-tax rent was less than the maximum the 
landlord could warrantably have charged and obtained. 

When property subject to a special periodic tax is used for busi- 
ness purposes, however, all or part of the tax may immediately be 
incorporated into the prices of articles or services produced through 
the use of a taxed property. Marginal as well as infra-marginal 
firms in each industry must pay a building tax applying to factories. 
To cover the tax, the marginal firms must raise their prices or fail. 
And if they fail, prices will be forced up anyway by the resulting 
reduction of supply. Some increase in commodity and service prices 
will ensue, though not necessarily by an amount exactly covering 
the tax on the factories. A monopoly enterprise owning such prop- 
erty will count the tax as an additional item of production cost. 
In accordance with the theory of monbpoly price, it will raise its 
price schedule to secure maximum monopoly profit in light of the 
enhanced production cost. 

Long-term incidence of a special property tax 

No matter how long a special property tax lasts, an owner who 
employs taxed property for his personal use and satisfaction can- 
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not shift the tax. The all-important factor — business transactions 
— by which the tax might be passed on to someone else continues 
to be lacking 

Long-term effects of a special property tax, where the property 
IS used for business purposes, are no different from its short-term 
effects. Price schedule modifications warranted by the circum- 
stances of demand and supply are made within a short period after 
the tax IS imposed. 

But long-term and imriiediate effects of a special periodic tax may 
be very different when the taxed properties are rented. In tracing 
this long-term effect of special periodic taxes on rented properties, 
we must distinguish between reproducible and nonreproducible 
properties. Included under the heading reproducible properties are 
. buildings, machines, and all other durable items which, after they 
become unusable, can be replaced by identical or similar properties 
created by human effort. Land,^® patent rights, and historic build- 
ings are examples o*f nonreproducible properties. 

In line with the accepted generalization, let us assume that the 
supply of land suitable for given uses, and the supply of other non- 
reproducible properties, is fixed. A periodic tax on these properties 
may reduce the net rents derived from them and hence, as we shall 
see subsequently, their capitalized values. But no matter how long 
the tax lasts, it cannot alter supply nor affect demand. The long- 
term effect and the immediate effect of the tax remam the same — 
the tax is not shifted.^^ 


In economic treatises, land is generally considered nonreproducible, but this is not 
strictly true Arable land comparable with existing parcels can be produced at any time at 
the expense of cutung timber, draining swamps, irrigating and regions, and applymg fer- 
tilizer to infertile ground Building sites comparable with existing parcels can often be 
created by grading or filling in uneven lots and by constructing streets and transit facili- 
ties The distmcuon between land and reproducible capital properties is therefore relative 
rather than absolute This consideration must be borne in mind as a qualificauon of the 
conclusions developed above « 

If the theory of rents instead of the theory of supply and demand is used as a first 
premise, the same conclusion can be reached, with respect to a tax on rented land The 
rent chargeable for any parcel of land is determined by the excess of its productivity over 
marginal land Since the value of land, speculative variations aside, u, the capitalization of 
Its annual net rental, marginal land has no value to be subjected to taxation If the land- 
lords of supra-marginal land attempt to add their taxes to their rental charges, the resulting 
gross rentals w;ll exceed the differential productn it\^ of their parcels of land over marginal 
land Tenants will deseit supra-marginal properties for marginal land. To wm thenj 
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But if a rented durable property is reproducible, a special periodic 
tax upon it will eventually affect the supply Since the net rental 
return upon the property is reduced by the amount of the tax, it 
becomes less profitable than capital properties not subject to peri- 
odic taxation. Investment capital henceforth avoids the taxed prop- 
erty and seeks other, more remunerative placement. Old properties 
wear out and are not replaced. If demand for the properties in 
question is growing, new properties are not produced to meet the 
mcreased demand Gradually the supply of the property diminishes 
relative to the demand. Under the circumstances, bids for the 
property must rise — prospective tenants must offer higher and 
higher rentals. At last the increased rentals cover the periodic tax, 
the net rentals represent a rate of return equal to that yielded by 
other, untaxed investments, and a return flow of investment capital 
leads to reproduction of the property in question. But through the 
higher rental, the tax has meanwhile been shifted by landlords to 
tenants. 

Time allowance for this shifting process depends upon four fac- 
tors: (1) the average “life” of the properties involved, (2) whether 
the current supply was all newly created or whether there was an 
appreciable number on the point of disappearing from the market, 
(3) whether demand for the properties is markedly inelastic or 
relatively elastic, and (4) whether demand is decreasmg, static, or 
increasing. Depending upon the combmation of these four factors, 
the process of shifting periodic property taxes from landlords to 
tenants may take a relatively long or short mterval. In a rapidly 
growing community, a new house tax might be shifted mto rents 
within the space of a year. In a community which had achieved 
full growth and had an oversupply of recently constructed houses, 
a house tax might not become fully embodied m rents for twenty 
or thirty years. 


back, the landlords must reduce rentals to their old level, absorbing the tax themselves 
Or, more briefly, the nonshiftability of a tax on rented land can be argued ou the basis 
of the ‘^economic surplus” doctrme stated on p 233 of this volume The value of a pared 
of rented land is normally a capitalization of its net rental A tax on the land, therefore, 
IS equivalent to a tax on its rent. Net rent is an ^‘economic surplus ” A tax on “economic 
surplus” cannot be shifted Hence a tax on rented Jand cannot he shifted, 




250 


SHIFTING AND INCIDENCE OF TAXES 


Capitalization 

A parcel of land or other durable property yields a continuous 
stream of services to an owner who employs it for his personal 
wants, dr a continuous sequence of rent receipts to a landlord who 
leases it to a tenant. Partly offsetting these gross service or rental 
receipts are recurrent costs of repairs and allowances for deprecia- 
tion or obsolescence. Through the process of capitalization, the 
remaining net service or rental values determine the capital value 
of the parcel of land or item of property. At any time, the value 
of a piece of land or a durable property is the sum of this year’s 
net service or rental receipts, plus next year’s net service or rental 
receipts discounted at the current rate of return on capital to allow 
for postponement, and so on to the point where the discount for 
postponement practically balances the value of a year’s net services 
or rentals. Or, to summarize the result of this calculation, the value 
of a durable property is the capitalization of its annual net yield 
at the current rate of return on capital. 

Whenever or for such time as a special tax on a durable property 
cannot be shifted, it obviously diminishes the possible net services 
or rentals. And the capitalized value of these annual net services 
or rentals — or, in other words, the capital value of the property m 
question — ^is proportionately reduced. To the extent that a special 
periodic tax on land and other durable properties is not shifted, it 
is immediately capitalized as a reduction in the present value of 
the land and properties. Tax capitalization is permanent in the 
case of properties held personally, and of land and nonreproducible 
properties, where a periodic tax can never be shifted. In the case 
of reproducible properties, where the impossibility of shifting the 
tax is temporary, the tax capitalization is likewise temporary and 
diminishes as the time approaches for complete shifting of the tax. 

When a property subjected to a nonshiftable periodic tax is sold, 
the purchaser naturally takes the tax into consideration in the price 
he offers. In calculating the net value of the services or rentals he 
will obtain from the property, he deducts the amount of the tax. 
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In so far as the price he offers is based upon a capitalization of the 
net services or rentals of the property, his offer will be lower by 
the capitalized amount of the tax. Thus the purchaser “buys him- 
self free” of a nonshiftable tax. The current and capitalized future 
burdens of the tax fall exclusively upon the owner at the time the 
tax was imposed.^^ 

22 a hypothetical example is offered to illustrate the principles of shifting and capitaliz- 
ing special taxes on rented properties 

A rented residence is worth $30,000— $15,000 for the lot and $15,000 for the house 
The rent has been $1800 a year The landlord has paid $300 a year on a ten -mill property 
tax, so that his net rent has been $1500 a year or 5 per cent on his investment Now the 
tax rate is doubled, and the landlord has to pay an additional $300 a year Eventually 
he IS able to shift the $150 house tax to the tenant, in accordance with principles previously 
stated in the text But the $150 tax on the land value he must bear himself The situation 
IS presented m the following tabulation* 



Tea-Mill Tax Rate 

Twenty-Mill Tax Rate 

House 

Lot 

Total 

House 

Lot 

Total 

Value of property 

$15,000 

$15,000 

$30,000 

$15,000 

? 

? 

Rent 

900 

900 

1,800 

1,050 

$900 

$1,950 

Taxes 

150 

150 

300 

300 

300 

600 

Net rent . , 

$730 

$730 

$1,500 

$750 

$600 

$1,350 


A prospective purchaser checks over the values and rents of the property He is willing 
to pay $15,000 for the house, because the $1050 house rent will give him, after taxes, a net 
rent of $750 a year, or 5 per cent on his investment But he will not pay $15,000 for the 
lot, since the net rent, after taxes, of $600 would represent only 3 per cent on the invest- 
ment He sets a price of $12,857 for the lot With the tax assessment brought down to 
that figure, and the tax correspondingly reduced, he will net $643 a year, or 5 per cent 
on the $12,857 purchase price for the lot The capitalization situation is shown m the 
next tabulation: 



Twenty-Mill Tax Rate 
Before Capitalization 

Twenty-Mill Tax Rate 

After Capitalization 

House 

Lot 

Total 

House 

Lot 

Total 

V'aluc of property * . , . 


? 

? 

$15,000 

$12,875 

$27,875 

Rent 

1,050 

$900 

$1,950 

1,050 


1,950 

Taxes. , , . 

300 
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557 

Net rent . . . 

$750 

$600 

$1,350 

$750 

$643 

$1,393 
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Incidence of a universal property tax 

A universal periodic tax on durable properties differs in its effects 
from a special property tax both as to shifting and capitalization. 

No shifting IS possible with a universal property tax, not even 
in the case of rented reproducible properties. Since no untaxed 
forms of mvestment exist to compete with the taxed properties for 
mvestment capital, the flow of investment capital into taxed prop- 
erties is unchecked. The supply of taxed properties is not affected 
by the tax, and hence the prices or rentals charged remain un- 
changed. The tax rests, immediately and permanently, on the 
owners and landlords 

Capitalization is likewise impossible. Net return on all proper- 
ties is lowered by the tax, Smce the capitalization ratio is neither 
more nor less than the rate of net return on property investments, 
it declines in identical proportion. Reduced returns on property 
and a reduced capitalization ratio leave capital values unchanged. 

INCIDENCE OP PERIODIC TAXES 
ON NET INCOME 

Questions on the shifting of net income taxes are popularly dis- 
missed with the generalization that such taxes are not shifted. 
Like most easy generalizations, this one is not strictly accurate. As 
will be shown, a general income tax applied to true net income can 
rarely be shifted. But if the tax is not general, or if “net income” 
as determmed under the tax law does not coincide with “economic 
net income,” possibilities of tax shiftmg enter. 

Taxes on wages and salaries 

The Physiocrats and the early Classical economists argued that 
wages and salaries tend to a minimum-of-subsistence level. A tax 
on wages and salaries, by forcing their “real” value below this 
minimum of subsistence, would cause laborers to die off from star- 
vation, misery, and epidemics. Thus the supply of labor would be 
reduced in the face of an undimimshed demand. Employers’ com- 

^ A keen analysis of this subject is presented in Duncan Black, The Incidence of Income 
Taxes (Macmillan and Co , London, 1939) 
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petition for labor would cause wages and salaries to be bid up until 
their purchasing power, exclusive of the tax, once again reached a 
minimum-of-subsistence level. In the long run, a tax on wages 
and salaries would thus be shifted to employers. 

Since modern income taxes generally mclude a minimum exemp- 
tion, however, they cannot impinge upon minimum-of-subsistence 
incomes, and the old argument cannot apply. But even where an 
exceptional type of income tax, like the payroll taxes imposed to 
finance federal and state social security programs, mcludcs no 
minimum exemption, we may not conclude that it is shifted to 
employers. In few Imes of employment today are wages at a mmi- 
mum-of-subsistence level. Custom, public opinion, and the collec- 
tive bargainmg power of labor have resulted m wage levels embody- 
ing varymg standards of comfort. While standard-of<omfort wage 
levels have marked elements of rigidity, they provide a margin 
upon which taxes can encroach. A moderate payroll tax comes out 
of this margin between labor’s income and its mmimum of sub- 
sistence, and is borne by the wage- and salary-earners. Were the 
tax to absorb a substantial fraction of workers’ mcomes, labor might, 
by organized action, force employers to grant wage increases cov- 
ering some part or all of the tax. 

Taxes on business profits 

Net busmess profits arc, in the phraseology of the theorists, an 
element of “economic surplus.” They are determmed by prices 
and costs, without, m turn, exerting any effect on prices and costs. 
Hence a general tax which reduces these profits can in no way be 
shifted cither forward to prices or backward to cost factors. 

We reach the same general conclusion by using the theory of 
prices as a first premise for our argument. In any line of business 
where competition is truly effective, prices establish themselves at, 
or close to, the production costs of the margmal firms. Most of 
these marginal firms earn little or no profits, some sustain losses. 
As a group they pay practically no profits tax. Since the tax does 
not enter into the prices charged by these price-determining mar- 
ginal enterprises, it cannot affect the pnces charged by the supra- 
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marginal firms. A general business profits tax, or a general net 
income tax applying to business profits, is not shifted. 

Should a particular line of competitive business — liquor manu- 
facturmg or distributmg, for example — ^be subjected to a substantial 
special profits tax, a long-term possibility of shiftmg enters. The 
average return on capital mvested in the business is reduced by the 
tax, presumably below the level for other untaxed business activities. 
New and replacement capital will be deterred from flowing into 
this business, forcing its contraction — or, at least, it will not expand 
as rapidly as those Imes of business attracting new capital. Output 
will either be reduced or held below what would have been the 
normal expansion. Eventually this check on output, in the face 
of an unchanged demand for the product, will force prices upward 
until the tax is covered or, if supply factors are less elastic than 
demand, will force down rents or wages. The tax will be shifted 
either forward or backward, 

A monopolist or a quasi-monopolist who is not subject to public 
control has the power to establish prices which produce a n-iaximum 
“monopoly profit.” Any higher as well as any lower schedule of 
prices would produce lower profits. Any raising or lowering of an 
optimum schedule of prices with a view to “passing on” a profits 
tax would defeat its purpose, since such action would reduce profits. 

In but two situations may a tax on a monopolist’s profits be 
shifted. Should a monopoly enterprise, prior to the imposition 
of a profits tax, have failed to bring its prices up to the maximum 
profit level, the tax may well lead to an increase m prices. Between 
the margin of the prior price level and the optimum level, a price 
increase to cover taxes will not reduce profits. Similarly, if a reg.^ 
ulatory commission, having previously set railroad and public utility 
rates below the optimum level, should 'coimt a profits tax as a cost 
in determining rates, the imposition of a profits tax might result 
in higher railroad and utility rates without reducing company 
profits.^* 

^*And, be it noted, a number of state public utility commissions formerly counted 
income taxes as costs—National Industrial Conference Board, The Shifting and Effects of 
the Federal Corporation Income Tax (New York, 1928-1929), Vol II, pp 84-$6, there is 
reason to believe that these procedures arc still followed 
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Taxes on rents and interest 

A special tax on the true net investment return from some par- 
ticular class of property or property right — on certain net rents, 
or “true” interest on certain types of monetary mvestment — ^will 
have the same effects as a special periodic tax on the property 
producing the return. Where the property is reproducible, or 
where mere monetary investment is involved, the lowered rate of 
return will discourage the investment of new capital. The supply 
of the taxed property or investment capital will decrease until the 
diminished supply, in the face of an unchanged demand for their 
services, produces an enhanced, gross rent or gross interest sufficient 
to cover the tax. Thus a tax on certain rents will eventually be 
shifted to tenants of the properties, and a tax on the interest on 
certain investments will eventually be shifted to the borrowers. 
A special tax imposed on net land rents and on the returns from 
nonreproducible properties is normally not shiftable, since it usually 
cannot affect the supply of the land or properties in question. But 
it will be capitalized mto lower prices for the land or properties. 

A general tax applying to all net rents, net royalties, and “true” 
interest, as m the case of property taxes, will be neither shifted nor 
capitalized. With returns from all properties and all investments 
equally reduced, capital will not be diverted from any one field 
and into others, and the supply of any type of property or of invest- 
ment capital in any field will not be changed. Capital values wUl 
also remain unchanged, since the rate of capitalization declines 
identically with the reduction in returns on capital investment. 

So far in this analysis, it has been assumed that a special or 
general income tax was imposed only upon “pure investment re- 
turn,” excludmg all costs of property maintenance and allowances 
for depreciation and obsolescence, and also excluding all elements 
of mvestment return which represent “risk coverage.” As income 
and profits taxes are drawn, maintenance costs and depreciation 
and obsolescence allowances are excluded from the income concept, 
but “risk coverage” is not. And the return on most monetary in- 
vestments is partially “risk coverage.” The more speculative the 
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investment, the larger is the element of “risk coverage” in the gross 
return. An income tax applied to the total return on monetary 
investments discriminates against the more speculative investments. 
Such discrimination discourages the flow of capital into placement 
offering the combined possibilities of large profits or heavy loss, 
and encourages the flow of capital into more stable, less adven- 
turous channels yieldmg smaller gross returns. Eventually, bor- 
rowers of capital for more speculative enterprises must offer a higher 
rate of return to compensate for the tax. It has been shifted to 
such borrowers. 

INCIDENCE OF TAXES PAID BY BUSINESS 

For administrative reasons, many of our modern taxes are col- 
lected from business concerns, although they are not intended to 
rest there ultimately. Commodity taxes, whose incidence we have 
already considered, are collected from producers or distributors. 
A considerable proportion of property and income tax revenues is 
similarly collected from business concerns. Space considerations 
forbid our tracing the incidence of the scores of other taxes which 
legislative ingenuity has imposed upon business enterprise. We 
can, as a partial substitute for detailed mquiry, formulate several 
generalizations concerning the shifting of taxes collected in the 
first instance from business enterprises. 

Business taxes in competitive fields 

In general, any tax which must be paid by the marginal firms 
in any competitive field of business is wholly or partly shifted. 
This held true, as we have seen, in the case of commodity and* 
property taxes. It holds equally true for special license taxes, capital 
stock taxes, gross income taxes, and others. Marginal fir ms must 
add such taxes to their prices or fail. And if they go out of business, 
prices for whatever they produced must rise in accordance with 
the elasticity of the demand and the conditions of its supply by the 
remaining firms in the field. 

Marginal firms commonly have a higher ratio of capital and 
property assets to turnover than supra-marginal firms. Conse- 
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quently, a tax measured by capital or property items, when incor- 
porated into unit output costs, means a greater addition to the umt 
costs of marginal firms than of supra-margmal firms. If demand 
for the output in question is relatively melastic, such a capital or 
property tax can be more than passed on to consumers. Marginal 
firms add the full amount of the tax. Supra-margmal firms, in 
aligning their price schedules with those of their marginal com- 
petitors, are able to add somewhat more than a distributed share 
of the tax to each unit price. Their profits are actually mcreased 
by the tax. 

As already indicated, any income tax, or excess profits tax, or 
undistributed profits tax, which does not affect marginal firms in 
a competitive field, cannot be shifted to consumers by the supra- 
margmal firms. 

Business taxes in monopolized fields 

For monopolies the rule is that a tax measured by any element 
other than net profit can usually be shifted. The tax changes the 
unit cost calculations for the monopoly, raising them to some new 
level. And every rise m the unit cost schedule of a monopoly 
establishes a new optimum price higher than the old one.®* 
Whether the new optimum price is higher than the old by exactly 
the amount of the tax, or by more or less than the tax, depends 
upon elasticity of demand for the monopoly product and upon the 
circumstances of its production. 

SHIFTING OF TAXES LEVIED BY LIMITED 
JURISDICTIONS 

Many commodity and business taxes are freely shifted by the 
initial taxpayers to then customers, but this generalization is subject 
^ to a very important qualification peculiar to the United States. Ex- 
cept for the limited group of federal taxes, American taxes are not 
universal in their application. State A's capital stock tax applies 

.,1 ... M- * 

^This statement is subject to a qualification The theorist can conceive o£ a monopoly 
producing a commodity for which demand becomes completely elasuc at a price slightly 
tughcr than the original one In such case the monopoly couM not increase the pace for its 
product 
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only to corporations organized or operating in State A. State B's 
manufacturers’ excise applies only to commodities manufactured or 
sold in State B. Concerns in other parts of the country are not 
subject to the capital stock tax of State A, and commodities pro- 
duced or sold m other states are not subject to the manufacturers’ 
excise of State B. 

Retailers in the different states are not in active competition with 
each other, and these variations in state or local taxes rarely affect 
their marketing positions. But manufacturers and, to a lesser ex- 
tent, wholesalers may compete in a national market. Shoes made 
by ,a St. Louis manufacturer who had to pay a normally shiftable 
turnover tax may compete in New York stores with shoes made by 
a Lynn manufacturer who paid nonshiftable corporate excess and 
income taxes. A New York machine manufacturer who paid a 
capital stock tax may be bidding for New Jersey customers against 
a Pennsylvania machine manufacturer who paid no such tax. Be- 
cause forms and rates of taxes levied on competing business con- 
cerns and on the production of competing commodities vary as 
between states, the rules oi tax incidence discussed in the precedmg 
sections of this chapter do not always apply in full detail to Ameri- 
can state and local taxes. 

Commodity taxes 

When one state taxes the production of an article which com- 
petes with identical articles manufactured in other states imposmg 
no corresponding tax, this would appear to be a clear case of the 
levy of a commodity tax on similar but competmg commodities, 
discussed in the preceding chapter.^® But such is not the case. 
Here there is no problem of increasing the output of a competing 
untaxed commodity to replace part or all the output of the com- 
modity driven from the market by the tax. Consequently, there 
is no variation in the production cost of the untaxed commodity 
to affect the sales prices of both the taxed and the untaxed com- 
ihodities. Instead, if but one state or district taxes the production 
of a certain commodity, the producers ■ in the taxed district must 


Sec pp 236-238 of vQlum<?t 
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bear the tax as a reduction of their profits. If the tax drives them 
out of business, other producers with the same schedule of unit 
costs operatmg in untaxed regions will replace them. This substi- 
tution will have no long-term effect on the price of the commodity. 

Business taxes 

When competing manufacturing enterprises located in different 
districts or states are subjected to varying forms and rates of busmess 
taxes, the resultmg discriminations and mequalities may bar the 
complete shifting of taxes which, if applied to all competing firms, 
might be shiftable. A manufacturing firm located in State A, sub- 
jected to a heavier combmation of ordmarily shiftable taxes than 
a competitor in State B, cannot include the taxes in the prices 
charged without losing part or all of its market to its competitor 
in State B. It must absorb the taxes as a reduction of net profits, 
regardless of economists’ arguments for the ordmary shiftability 
of such taxes. Should an excess of unshiftable state or local taxes 
drive a manufacturer out of busmess, there need be no reduction 
in the supply of the commodities to force the price upward. He 
can be replaced by a manufacturer located m a lighter taxing state 
who bears no excess of unshiftable taxes. 



CPiAPTER XI 


Taxation and the General Economic 

System 

Until very recently, fiscal economists had htde to say about the 
effects of tax systems upon the general economic structure. Such 
effects were acknowledged — after all, any discussion of shiftmg and 
mcidence of taxes indicated that taxes were likely to modify con- 
sumption demand for commodities and services, and the production 
necessary to meet such consumption demand. Critics of particular 
taxes would charge that they discouraged initiative, and so had 
detrimental effects on the country’s economy, or that they checked 
saving and the accumulation of capital. But no coordinated body 
of thought on these subjects was developed. 

Durmg the past decade, both in Europe and America, many 
prominent economists have devoted attention to this tremendous 
subject. Impetus to this line of analysis in Europe was provided 
by the necessity for financmg armament programs. The nations 
of Europe were taxing themselves as never before in their history, 
and the consequences of mistaken policy would now be disastrous 
whereas previously they would have been only detrimental. In- 
terest on this subject in the United States was awakened by the 
New Deal fiscal policies. Deficit financmg was adopted by the 
federal government not merely as an easy way out, but with the 
express objective of stimulating recovery by refraining from taxa- 
tion. The undistributed profits tax of 1936 was adopted not only 
as a means of raising revenue, but also as an instrument of control 
over corporate policy. When an “all-out” defense program was 
initiated in 1940, to be financed two-thirds by taxation and one- 
third by borrowing, the defense tax program was seen as an im- 
portant method of controlling national consumption and pro- 
duction. 
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Analysis in this field is still too new, too controversial, to have 
provided a body o£ knowledge upon which there is general agree- 
ment. Instead we have a scattered group of topics, hotly debated. 
In many cases, the “first principles” adduced for or against conclu- 
sions in this field are unproved and often unprovable generaliza- 
tions, mere dicta sometimes, drawn from other social sciences which 
are themselves undergomg revolutionary reconsideration There 
is a wide diversity of such generalizations from which to choose. 
Often enough these “first principles” are flatly contradictory, so 
that contradictory conclusions about tax effects can be obtained 
according to the choice made among “first prmciples.” Thus some 
economists claim that excessive saving is a factor in brmgmg on 
recessions, while others insist that saving can never be excessive 
since It is transmuted mto mvestment, which is a business stimulant 
and the foundation of national economic growth From the first 
generalization could be derived support for capital gams taxes, 
death taxes, and money-and-deposits taxes, which absorb or dis- 
courage saving; the second leads to the conclusion that such taxes 
are harmful. 

The task of the student of Public Fmance at the present time is 
to recognize the basic assumptions that lie behind theories upon 
the economic effects of taxation, and to credit the resultant con- 
clusions accordmg to the relative validity of their first premises. 
Lack of inductive verification of a fiscal first premise derived from 
the fields of economics or social psychology does not necessarily 
render it false. Although open to challenge until proved, such an 
assumption may still serve as a valuable worbng hypothesis em- 
bodying strong elements of probability. Subsequently it may be 
disproved; the theories based upon it must be discarded. Or ele- 
ments of confirmation may develop, with possibly some refinements 
on the mitial crude generalization; then the way is cleared for a 
small further advance in the science of fiscal economics. Slowly 
but definitely a small nucleus of pragmatic knowledge m the field 
is being accumulated, amid a penumbra of groundless dogmatizing. 
The pages that folloy/ will survey this knowledge, with side glances 
at some of the bordering controversies. 
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TAXATION AND DISCOURAGEMENT OF INITIATIVE 

Taxing the incentives to economic activity, it is frequently argued, 
discourages initiative and so retards economic progress. Men work, 
the argument runs, to earn incomes, particularly large incomes. 
Reduce these incomes by progressive income taxes, by nonshiftable 
business taxes, by levies on investment return and accumulated 
capital, and the incentive to work is diminished. Set these tax 
rates high enough, and the incentive to labor will be so obliterated 
that economic progress will suffer. 

Such arguments are premised on two assumptions: (1) that the 
only incentives to labor and business activity are pecuniary, and 
(2) that the demand for mcome and wealth is elastic. Few econ- 
omists today would support a bold and unequivocal statement of 
the first assumption. Nonpecuniary motives are recognized as im- 
portant stimuli to many kmds of work — ^particularly professional 
and managerial work. Men work to earn incomes, but they also 
work as a matter of habit, because of quasi-moral compulsions, and 
because they have a creative interest in their work. Where non- 
pecuniary motivations are operative, the reduction of income by 
taxation will not lessen incentives to work. Moreover, the desire 
for income may not, itself, be purely economic. Many individuals 
value their large incomes primarily because of the social position 
thus assured. If incomes at each successive income level are. reduced 
in some related degree by a tax, the recipients still enjoy the same 
social ranking, and the incentive to work in order to matniain 
relative social rank still remams. 

Further, the assumption that amount of income determines desire 
for income as a work incentive itself rests upon a prior assumption 
— ^that this desire for income is elastic, or in other words that as the 
cost of procuring net income is increased by taxes, the desire to 
achieve any level of net income will be reduced. Possibly this 
assumption is sound, in many cases. But a strong argument can 
also be made out for the contrary assumption — ^that in many cases 
demand for income is inelastic. From this contrary assumption 
would be derived th^ conclusion that taxes on earnings induce in- 
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creased labor and business activity. An individual, it may be 
argued, having determined to earn a given income, will work the 
harder in order to offset a reduction occasioned by a tax. Psychology 
does not definitely indicate which basic assumption is the sounder. 
In view of the uncertainty of his first premises, the economist must 
withhold judgment. 

There is one tax situation, however, which unquestionably checks 
incentive to create new enterprises or enlarge existing ones. New 
business ventures involve much greater risk of loss than continua- 
tion of established enterprises. Without the prospect of exceptional 
profit if success crowns the venture, there can be little incentive 
to take the risks that surround new ventures. If a heavy income 
tax or, even more to the point, a high-rate excess profits tax is 
certain to skim off a large or major part of the substantial gain 
on successful new ventures, the odds are loaded against the effort. 
This effect of business income taxes has long been recognized, but 
no remedy or palliative has been developed. In the case of excess 
profits taxes, where the effect is even more drastic, a somewhat 
higher “normal profit credit” may be allowed for new enterprises. 
The American excess profits tax of 1940 took account of this situa- 
tion and Its relation to expansion of industries essential to the 4e- 
fense effort by allowing extra large depreciation deductions on new 
investment for defense purposes. 

EFFECTS UPON CONSUMPTION. SAVING, AND 
INVESTMENT 

Every tax, no matter what class or group it burdens, absorbs 
purchasing power that either was already income of the burdened 
class, or would have matured into income. Income taxes and shifted 
taxes that are eventually embodied in higher prices for expenditure 
items are illustrations of taxes that absorb realized income; a non- 
shiftable business tax that raises costs and hence reduces profits is 
an example of a levy that absorbs purchasing power that would 
eventually have been recorded as income. 

Expenditure of the tax receipts by the government generally 
pours this purchasing power back again into the national income 
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stream.^ In its passage through government channels this purchas- 
mg power produces immaterial governmental services or capital 
properties or, in the case of transfer expenditures,® is bypassed di- 
rectly back to the general national income stream. From this it 
might appear that the combined effect of taxation and govern- 
mental expenditure is to increase the national income, since the 
tax funds had previously appeared as income and now the gov- 
ernmental expenditures count again as income or contribute to the 
profit of their recipients. This conclusion overlooks the considera- 
tion that had these elements of purchasing power not been absorbed 
by taxation, they would have been privately expended and invested, 
and so have returned by various channels to swell the income stream. 
The combmation of taxation and government expenditure may 
increase or decrease the total national income stream somewhat, 
according to whether governmental expenditures are more “repro- 
ductive” than the corresponding volume of private expenditure 
would have been, but we have no means for judging this effect. 

But, although taxation and governmental expenditure may not 
exercise much influence on the global total of national income, they 
can profoundly affect the employment of that income as between 
consumption expenditure on the one hand, and saving and invest- 
ment on the other. The purposes of governmental expenditure 
themselves constitute an important factor in the p«'oduction and 
utilization of consumption items and in the creation of capital 
properties, as was discussed in Chapter II.® And, given any par- 
ticular pattern of governmental expenditure, the character of the 
tax system will have further effects upon consumption, saving, and 
investment. 

1 There are three cases where there is no return of purchasing power absorbed by taxa- 
tion to the general national income stream The first case is where the tax revenues arc 
used to make payments in foreign countries, as when the United States supported an expe- 
ditionary force in Europe during World War I. The second is where payments on mterest 
or principal of governmental debt arc made to foreign holders of the securities The third 
and most important case is where a government is paying off elements of domestic debt 
held by commercial banksj since such bonds were bought with bank-created credit, their 
retirement is accompanied by a credit contraction This third case is considered more fully 
on pp 660-651 of this volume, which cover the economic effects of borrowmg and debt 
retirement 

® See pp 39-40 of thin volume, 

^ Sec pp 38-41 of this volume. 
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Effects upon consumption expenditure 

Whether a tax will absorb purchasing power that otherwise would 
have been devoted to consumption expenditure, or whether it will 
absorb income that otherwise would have been saved and invested, 
is determined not by the particular type of tax but by the income 
class that ultimately bears the burden of the tax, and sometimes 
by the economic character of the original taxpayers. A tax on 
expensive jewelry, although a commodity tax, would probably re- 
duce saving and possibly investment. Lowering the personal exemp- 
tion of the federal mcome tax, by contrast, would exercise most of 
its effect on consumption expenditure. 

Our first premise in this line of reasoning is the findings upon 
the relative elasticity of consumpfion expenditure and saving for 
different mcome classes. The lowest income classes, that live from 
hand to mouth, and that m many cases permit the mouth to an- 
ticipate the hand through instalment buymg, do not save. Any 
taxes borne by them obviously directly reduce their consumption 
expenditure. But all income classes above the lowest both spend 
and save. The weight of evidence would indicate that for families 
up to the 110,000 income range, savmg is relatively inflexible. They 
operate on specific or unformulated savmgs budgets a fixed annual 
amount allocated to insurance, another to mortgage payments, and 
still another to building up a moderate “capital.” Their savmgs 
being relatively inelastic, their expenditures are the flexible item. 
Taxes that reduce their net mcomes or mcrease the prices they must 
pay, simply reduce the amount of their purchases. 

The larger the family income, the more likely it is that a family 
group will insist on holding themselves to an established standard 
of livmg, and let fluctuations in income or livmg costs vary their 
savings. A family with a $25,000 income that had been spendmg 
$20,000 and saving $5,000, finding its purchasing power lowered 
$4,000 by reduced income or increased prices, might cut its expendi- 
ture to $18,000 and its savmg to $3,000. To go further up the income 
range, a family with a $100,000 mcome that had been spendmg 
$60,000 and regularly investing the balance, faced with a $25,000 
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reduction, might well continue to spend its |60,000 and let its saving 
and investing fall to $15,000. Taxes of any sort, then, borne by the 
higher income classes are likely to have little effect on consumption 
expenditure unless they approach the confiscatory level. 

We have, then, the general proposition that any tax borne to any 
considerable extent by the mass of mdividuals with small and mod- 
erate incomes will reduce the country’s consumption expenditure. 
Commodity taxes like tobacco and liquor taxes and retail sales taxes 
have this effect. So also do property taxes paid upon small farms 
and ordinary dwellings. Busmess license charges and taxes of all 
sorts that reduce the earnings of retailers and other small business 
men, likewise reduce consumption to a considerable extent. The 
same is true of personal income taxes to the extent that they apply 
to small incomes. Payroll taxes, for so long as they exceed the 
amounts paid out by the federal government in old-age pensions 
and by the state governments in unemployment insurance, would 
have a particularly depressing effect on consumption expenditure 
but for the circumstance that they apparently have induced many 
workers to give up savmg “for a rainy day,” and thus are reducing 
savings income as much if not more than expenditure income. 

This effect of particular taxes on consumption expenditure can 
be utilized as an instrument of national economic policy durmg a 
war period or a period of preparation for war such as began in 
1940. Under such circumstances, the industry of the country is 
called upon to produce military supplies, not merely to some con- 
venient extent over and above its production of commodities and 
services for civilian consumption, but to the maximum of its re- 
sources. With “all-out” war or defense efforts being made, the 
maximum of the country’s productive resources becomes insufficient 
to meet government demands plus the ordinary civilian demand. 
To make the problem worse, the expansion of production and em- 
ployment to capacity augments the income flowing into private 
hands and available for consumption expenditure; thus at the very 
time that the government is demanding that many sectors of in- 
dustry turn from civilian to military production, the people of the - 
country are demanding a greater production of civilian goods than 
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ever before. There are a number of ways of meeting this situation 
— ^by a system of production “priorities” which provides for full 
satisfaction of national defense needs before industry can turn to 
civilian production, by a system of “rationing” of retail sale of con- 
sumer Items, by absorbmg the excess purchasmg power in consum- 
ers’ hands by inducing them to invest it in government bonds, and 
finally by taking this excess of consumer purchasmg power through 
increased taxation. 

When a country is bending its every effort towards prosecution 
of a war or towards preparation for the eventuality of war, all of 
the above four methods of controllmg civilian purchasing demand 
must be exercised. They complement each other and m conjunction 
are more elective than any one by itself. But absorption of civilian 
' purchasing power by heavy taxation or by borrowmg is essential 
to the success of the first two techniques. Without such absorption 
of purchasing power, the pressure of expanded civilian purchasing 
demand upon the country’s mdustry is so intense that priorities and 
ratiomng become difficult to enforce. Taxing away purchasmg 
power has several advantages over borrowing it. Borrowing leaves 
the country saddled with debt and only postpones the agony of 
actually paymg for the war or defense. Moreover, voluntary loans 
absorb the purchasing power of the patriotic, but leave willful and 
self-indulgent slackers free to exercise their detrimental influence 
against the nation’s defense efiort. And finally, the government s 
attempt to borrow the excess purchasing power of the country may 
defeat itself if the bond buyers use their bonds as security for bank 
borrowings, and thus regain through the creation of bank credit 
the purchasmg power they had previously transferred to the gov- 
ernment. Taxes as absorbers of purchasing power suffer from none 
of these defects. Taxation to the extent of brutal severity, grinding 
down upon the low income groups as well as slashing the incomes 
of the rich, must be the foundation of war finance. 

Just as imposition of taxes that reduce consumption expenditure 
can be an important element of national policy when such reduc- 
tion is important, so failure to impose such taxes or the repeal of 
such taxes previously imposed can be methods of stimulating con- 
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sumption expenditure when such stimulation is desirable. Had 
the New Deal expenditures on “relief and recovery” been financed 
and balanced by taxes that absorbed consumption income, the bil- 
lions of dollars of purchasing power poured into the economic 
system by the federal expenditures would have been offset by billions 
of dollars of purchasmg power taken out of the system by the taxes, 
and the net “recovery” effect of the expenditures would have been 
ml. Deficit financing — deliberate refraining from imposing taxes 
that would absorb purchasing power otherwise available for con- 
sumption expenditure — ^was necessary to give the “relief and re- 
covery” expenditures their “recovery” effect. 

Deliberate freeing of national purchasmg power by repeal of 
consumption-reducing taxes should be a preplanned element of 
federal financing at the close of a war or long period of armament 
procurement during which consumption expenditure has been re- 
stricted.^ The tremendous economic dislocation produced then by 
the shift from a military to a peace economy is likely to set off a 
severe recession. Wages, salaries, profits, and all other incomes 
based on the armament effort suddenly cease, and with their dis- 
appearance the flow of purchasing power contracts abruptly. The 
disastrous effects of this contraction can be offset to a considerable 
extent if the government at such time reduces or repeals a large 
part of the consumption-constraining taxes previously levied to 
finance the armament effort Such repeal is well worth while, even 
if it results in a temporary heavy deficit that has to be financed by 
sale of securities to banks, which gives the federal government pur- 
chasing power without reducing the people’s buying ability. 

Effects upon saving and investment 

Nineteenth-century economists often charged that taxes on capital 
values — property arid inheritance taxes — ^impeded economic growth 
by destroying national capital. We may dismiss this argument since 
it is based on a misunderstanding of the economics of tax payment 
Under nineteenth-century and present-day systems of tax administra- 


^Scc WilUam J Shultz, “Defense Finance and Postwar Objectives” in The Conference 
Board, Essential Facts for Fiscal Policy (the Board, New York, 1941), pp 118-123, 
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tion, all taxes — even those based upon capital values — are paid out 
of current income or income not yet converted mto capital plant. 
A moderate property tax will be paid either out of the income 
produced by the taxed property or out of other mcome received 
by the owner. A heavy death duty or a capital levy will be paid 
by selling part of the taxed estate to purchasers who make payment 
either from current incomes or from savings not as yet applied to 
permanent placement. Sale of property in this fashion to raise 
funds for tax payment constitutes “dissavmg” by the seller, which 
offsets in the national economy the saving previously accomplished 
by the buyer, so that the total saving of the community is cor- 
respondmgly reduced. But no destruction of existing capital prop- 
erties is involved. 

But the nineteenth-century economists were on the trail of a real 
issue — do taxes differ m their effect upon savmg? The answer is 
categorical — they do. And by affecting savmg, they influence one 
of the factors that determine new investment, “ which m turn is a 
major element m national economic growth. In broad terms, we 
may say that saving is retarded by taxes which (1) rest primarily 
upon high-income classes, (2) reduce the return upon mvested capi- 
tal, (3) penalize the procedure of saving or investment, and (4) 
absorb saved mcome before it is invested in new enterprise 

The case of taxes bearing upon the higher-income classes has al- 
ready been considered.® Because consumption expenditure of the 
rich is rather mflexible in character, while their savmgs are the elas- 
tic difference between their incomes and their expenditures, any tax 
bearing upon the richer elements of the population tends to reduce 
the nation’s saving. Steeply graduated personal mcome taxes have 
this effect. So do corporation mcome taxes, excess profits taxes, and 
other taxes that reduce corporate net mcome, smee a large fraction 
of corporate dividends goes to wealthy stockholders who reinvest 
their receipts; of course, to the extent that the dividend receipts of 
poor stockholders are reduced by such taxes, consumption expend!- 

5 Note that taxes may affect mvestment m other wa>s than by affecting savmg On 
p 262 we considered the influence of taxes which penalize new ventures and thus discour- 
age investment in new ventures 

« See pp 265-266 of this volume 
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ture is likely to be reduced. Taxes on club dues, yachts, and other 
luxury items, by increasing the money expenditures of the richer 
elements of the population, reduce the saved margin between their 
total expenditures and their incomes. 

An important though not exclusive motivation for saving is the 
hope of return from capital investments. Any factor— a property 
tax, or an income tax applying to investment income — which re- 
duces the anticipated return from capital necessarily discourages 
somewhat the impulse to save. Is the discouragement substantial ? 
Although we have no means of measurement, it would be a fair 
guess that at ordinary rates of property, income, and business taxa- 
tion, it IS not. But to the extent that a tax system shifts from ex- 
penditure and earned income to property and property income, we 
may conclude that it tends to impede saving. 

Savmgs will, of course, be discouraged if a tax directly penalizes 
the procedure of saving. The undistributed profits tax of 1936,’ 
which imposed a substantial tax on corporate profits not distributed 
to shareholders through dividend payments, is a clear illustration 
of such a tax. Undistributed corporate profits are an important item 
of national saving. Many corporations which otherwise would have 
accumulated and invested their profits were induced by this tax to 
distribute at least part of them through higher regular dividends 
and special dividends. Some shareholders probably considered these 
extra dividends as a capital item and remvested them just as the 
corporations would have done. But in many cases they were viewed 
as windfall income, and were spent on extra luxuries which other- 
wise would never have been purchased. It is estimated that, had an 
imdistributed profits tax been operative during the 1920’s, national 
savings would probably have been reduced by several hundred mil- 
lion dollars annually. 

Another example of a tax that would expressly penalize saving is 
the money-and-deposits tax proposed during the 1930’s,® which 

7 Sec p 501 of tbs volume, A concise exposition of this view of the undistributed 
profits tax, with supporting^ statistics, is presented in Donald W Gilbert, ’‘Undistributed 
Profits and Business Fluctuations,” Taxes, February 1938, pp 72-74. 

8 See Arthur Dahlberg, When Capital Goes on Strike (Harper fi? Bros , New York, 1938), 
and William J Shultz, “The Proposed Currency-and -Deposits Tax,” Bulletin of the Na* 
tional Tax Association, Vol XXIV, March 1939, pp 182-184 



TAXATION AND THE GENERAL ECONOMIC SYSTEM 271 

would have imposed a rate of one per cent or more a month on 
currency on hand and funds in checking accounts at the close of 
each month. Proponents of this tax argued that it would induce 
people to spend their income as received or place it immediately in 
productive investment, rather than allow it to accumulate in dor- 
mant cash or deposit form. By thus encouragmg expenditure and 
punishing savmg that did not eventuate immediately in investment, 
It was hoped that the velocity of money would be accelerated and 
that the resulting additional business activity would help lift the 
country out of depression. 

Fmally we have the case of taxes that absorb saved income before 
It is invested in new enterprise. This is not quite the same situation 
as taxes that fall upon the rich and which absorb mcome that other- 
wise would have b^en saved and so might have been available for 
investment. In the case now under consideration the income has 
been saved and put aside, and then is absorbed by the tax. This can 
happen only indirectly. As mentioned earlier, when part of an 
estate is sold to pay the death taxes on it, the buyer’s savings are 
diverted from the possibility of new investment to the estate and 
then on to the government. Exceptionally heavy war or defense 
taxation can also have this effect. Some individuals, feeling that the 
heavy rates are likely to last only a year or two, and not wishing to 
cut their standard of living to the extent that payment of the tax out 
of current income would compel, may draw upon savings accounts 
or sell some of their investment holdings to provide funds for tax 
payments. 

Classical economics held that savings and the accumulation of 
national capital were synonymous, hence a tax which impeded sav- 
ing retarded the growth of national capital; this was held per se bad. 
The weight of economic opinion probably still leans to the same 
view.® Blit dissenting voices are growing in number and authority. 
There is a wide gulf between current savings and growth of capital 
equipment. Sometimes, as durmg the middle 1930’s, savmgs may 
lie dormant in “hoards," and there may be a long lag before they 


eflecdve recent presentation of this view is given in Harley L Lutz, The Business 
UmU ^ta\e in Government Vimnce (Stanford University, 1940), pp. 12-13, 
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ripen into prosperity-stimulating investment In boom periods a 
considerable proportion of the nation’s savings is detoured into the 
speculative market with consequent capital inflation, and never ac- 
complishes any creation of new capital properties/^ Furthermore, 
as our American economic system is now constituted, an overexpan- 
sion of capital equipment may at times be a greater evil than re- 
tarded expansion. Rapid technological improvement may produce 
an unhealthy proportion of interim unemployment, and an ex- 
panded volume of goods so priced that it cannot be absorbed by 
current consumption income. Clearly, it is by no means settled 
whether taxes which retard saving are categorically inadvisable. 
Data for the formulation of any ultimate judgments are as yet lack- 
ing. 

The limit of taxable capacity 

Many fiscal writers have dealt with the subject of the limit of tax- 
able capacity — the proportion of national income that can be absorbed 
by taxation. Some have set arbitrary figures, fifteen per cent or 
twenty-five per cent, and have warned that any higher proportion 
was impossible or that disaster lurked beyond such a limit. 

Such an approach to the problem is foredoomed to failure, since it 
attempts to deal with taxation as an isolated phenomenon, unrelated 
to the governmental expenditures financed by the taxes collected and 
to borrowing as an alternative or complementary method of obtain- 
ing funds for government use. As was stated several times earlier in 
this volume, and as cannot be repeated too often, the three elements 
of Public Finance — governmental expenditure, taxation, and bor- 
rowmg — must be considered together as to their jomt effect upon 
the national economy. Any statement about the effects of taxation 
must be subject to assumptions as to the interrelated influence of 
governmental expenditure and borrowing. 

In general, a government can take through taxation a proportion 
of national income equal to the proportion of tire productive effort 
of the country that can be occupied in creating governmental serv- 

This line of reasoning is more fully developed in Willi^im J Shultz, "Taxes Tha* 
Retard Savings/’ American Scholar, Vol. VH, 1938, pp 309-318, 
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ices, plus an amount that will balance its “transfer” expenditures. 
This IS merely another and possibly more complicated way of saymg 
that the limit of taxable capacity is set, not in the tax field, but by the 
possibilities of governmental expenditure. In Chapter I it was stated 
that the theory of governmental expenditure limits “is too elastic to 
have much meaning except m war or other emergency periods." 

If governmental expenditures over a period of years amount to fif- 
teen per cent, taxes not only can but should constitute a correspond- 
ing proportion of national income received, unless deficit financmg 
is specifically undertaken for a period to reinforce the effect of pri- 
vate purchasmg power on the national economy. The same conclu- 
sion holds if the proportion of government expenditure to national 
income is twenty per cent, or twenty-five per cent. Borrowing and 
debt retirement may cause the tax proportion to vary somewhat from 
the expenditure proportion for short mtervals, but in the long run 
the two must balance. 

When the emergency of war causes government expenditure to 
constitute a third, or a half, or even a higher fraction of the national 
economy, then taxation plus borrowing must take a correspondmg 
fraction of the country’s purchasing power from the civilian popu- 
lation. If an “all-out” rearmament program or the demands of war 
should carry governmental expenditures in this country to forty 
billion dollars, or sixty billion dollars— fantastic figures that arc, alas, 
withm the range of early possibility— disaster would lie, not in tak- 
ing corresponding sums from the people of the country by taxation 
and borrowing, but m the avoidance of such drastic action. 

“Taxable capacity” by itself is a meaningless concept. “National 
sacrifice capacity” — ^the maximum proportion of their purchasing 
power that the people can be made to surrender to their government 
in war time or during other emergency periods — ^is a significant 
term and may in some unfortunate future be an important consid- 
eration in government policy. It is equivalent to the “national war 
potential” discussed earlier m this volume, and this in turn equals 
the difference between the maximum productive capacity of the 
country and the minimum level of consumption to which the people 


Sec p, 26 of this volume. 
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can be held for the duration of a war or other emergency. How 
much of this “national sacrifice capacity” should be tapped by taxa- 
tion and how much by borrowmg is a matter of administrative ex- 
pediency. 

REGULATORY TAXATION 

Broadly speaking, every tax which touches business relationships 
is “regulatory.” A tax which raises the price of a commodity deters 
Its sale and hence its production, and possibly beneficially affects the 
sale and production of commodities directly or mdirectly competing 
with the taxed item. A tax which imposes a discriminating burden 
on any type of business or class of business organization upsets the 
pre-existing competitive equilibrium. Special exemptions m any 
tax constitute a sort of bounty to the exemptees, and alter the busi- 
ness pattern. 

Fiscal scholars have always recognized that taxes and exemptions 
are a modifymg element in the economic structure. The contro- 
versy is not over the fact of modification, but over whether it should 
be deliberate. 

Legislators have not been unaware of the economic modifications 
accomplished by certain types of taxes. Occasionally in the past, 
with increasing frequency in recent times, they have enacted taxes 
primarily or even exclusively for their “regulatory” effects. The 
objectives of these deliberately regulatory taxes or exemptions may 
ie- classified as (1) to control certain elements of consumption, (2) 
to control certain elements of production or distribution, (3) to con- 
trol business conduct, and (4) to control the general economic sys- 
tem. In some foreign countries we find cases of bachelor taxes and 
other levies specially devised to encourage marriage or otherwise 
control the social system, but this fifth type of tax control has not so 
far appeared in American legislation. 

Controlling consumption 

Consumption of commodities and services can be controlled by 
taxation in two ways: purchase of harmful commodities may be dis* 
couraged by discriminatory taxes, and socially desirable consumption 
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can be stimulated by suitable exemptions to general sales taxes where 
these are in force. 

The federal tax system offers several interesting examples of regu- 
latory taxes which produce hardly any revenue but which discourage 
the sale of harmful items. Opium manufactured for smoking pur 
poses is taxed $300 per pound; sales of marihuana for nonmedicmal 
purposes are taxed $100 per ounce. Sales of machine guns and certain 
firearms to unlicensed parties are taxed $200 per transfer. Payment 
of these taxes would make the prices of narcotics and firearms prac- 
tically prohibitory; nonpayment gives the federal government, 
which does not possess police powers enabling it to forbid manufac- 
ture and sales of these items, power to prosecute for tax evasion 

The so-called “sumptuary” taxes, like the federal tobacco and liquor 
excises, represent a partial approach to consumption control through 
taxation. Here the idea is not to prohibit consumption of articles 
deemed obnoxious to public morals,^® but rather to penalize their 
purchase by making them more expensive — and at the same time 
brmg a welcome item of revenue into the public treasury. The en- 
tire idea of “sumptuary” excises is self-contradictory; if they effectu- 
ally reduce consumption of the taxed articles they must fail as reve- 
nue producers, whereas if they succeed as revenue producers they 
have failed as consumption controllers. But this self-contradiction 
has not interfered in any way with the persistence of the idea. 

Oleomargarme taxes, imposed by the federal government and 
twenty-nine states, represent another perversion of the regulatory 
principle as applied to consumption of harmful articles. In the 
1860’s, dairy farmers found that oleomargarine, made from animal 
fats and vegetable oils, was beginning to offer serious competition to 
butter. They claimed that its consumption was harmful. Actually 
it is but slightly inferior to butter in nutritional and other health ele- 
ments, and on a cost basis is more nourishing than butter. But Con- 
gressmen and Senators did not dare offend the bloc of votes repre- 

12 Only a trifling number of people could be found today who consider smoking im- 
moral, the disapproves of liquor dnnking are more numerous, but still a minority of the 
population. None the less the tradition has persisted, at least for fiscal purposes, that 
tobacco and alcoholic liquor pander to the weaknesses of the flesh, and that indulgence m 
them should be penalized 
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sented by the dairy farmers, and taxed oleomargarine two cents a 
pound. Now the federal tax is ten cents a pound, upon which are 
superimposed state taxes of five, ten, and fifteen cents, driving oleo- 
margarme completely off the American market. 

Regulatory excises can perform a valuable function in war periods 
or “all-out” defense periods, a consideration heretofore unexplored 
by fiscal economists or legislators. At such times it may be desirable 
to reduce to a minimum civilian purchasmg of certain materials like 
alummum needed for armament purposes, and of tKe output of in 
dustries like automobile manufacturmg whose facilities can be con- 
verted to armament production. Reduction of civilian purchasing 
power by taxes that absorb expenditure mcome merely contracts the 
global total of such purchasmg power without necessarily channel- 
mg It away from particular products. Such channeling can be ac- 
complished by regulatory excises. A 100 per cent, 200 per cent, or 
500 per cent sales tax could be imposed on “nonessential” items made 
of aluminum. Such a tax would produce little revenue but it would 
drastically discourage purchases of alummum items. Thus there 
would be a minimum civilian demand for alummum products to 
mterfere with armament demand for the metal Similarly, a 10 per 
cent, 25 per cent, or 50 per cent excise on automobiles could be levied 
to reduce private buymg of cars to the number still being produced 
after conversion of some automobile facilities to armament produc- 
tion. Such channeling of remainmg civilian purchasmg power 
away from products and industries employed in armament produc- 
tion would have the further desirable effect of channeling remain- 
ing consumption expenditure toward products and industries which 
cannot be converted to the armament effort, yet which should be 
kept in operation since their elimmation would in no way contribute 
to the armament effort and would merely constitute economic waste. 

Controlling production and distribution 

Prohibition of harmful commodities, practices, and services can be 
accomplished by taxing the producer as well as the product. The 
federal opium and firearms excises are further enforced by heavy 
license taxes on the manufacturers, exemptions being allowed to 
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those who produce under regulation exclusively for authorized uses 
A federal tax of two cents per hundred is imposed on white phos- 
phorus matches, not because they are harmful to the users, but be- 
cause the process of their manufacture is injurious to workers. 
Somewhat analogous to this match tax were the attempts in 1916 and 
1918 to end child labor by taxing products of such labor when they 
entered mterstate commerce. One of the most famous prohibitory 
taxes of this type is the ten per cent federal levy- on state bank note 
circulation, imposed in 1865' the injury to be avoided in this case 
was the weakness of a currency system composed in large part of 
the notes of the poorly regulated state banks. 

Customs duties are in essence commodity taxes on one group of 
items — imported articles, while a competmg group — domestic arti- 
cles — are tax free. As we saw earlier,^* in such case the untaxed item 
takes over part, or even all, of its taxed competitor’s market. Thus 
a “protective” tariff, one with rates on particular imports high 
enough virtually to exclude those items, acts as a regulatory tax to 
wipe out the competition of foreign-made articles and preserve the 
American market for domestic manufacturers. As with the other 
regulatory levies already noted, the success of a “protective” tariff is 
measured by its failure to produce revenue; a! substantial yield from 
any “protective” rate in a customs duty would be mdication that the 
articles covered were entering the country in volume, which would 
mean that the “protection” was moperative. 

The chain-store taxes now found in twenty-two states illustrate a 
perversion of regulatory taxation. The avowed purpose of the tax 
IS to handicap chain stores in their competition with independent 
dealers. Many arguments have been advanced by proponents of 
these taxes to prove that cham stores are harmful to the communi- 
ties m which they operate, or to establish that they enjoy discrimma- 
tory advantages under other elements of the tax system, but upon 
examination these arguments prove to be specious. This is a case 
where pressure group activity has coerced legislatures into usmg the 

Declared unconstitntional in Hammer v DagenhaH, 247 U, S (1918) 251, and 
Batley v Diexet Furniture Co., 259 U S (1922) 20 

See pp 236 ff, of this volume. 

Chain-store taxes are desenbed on pp. 530-531 of this volume. 
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regulatory power of taxation against a distributive agency which, 
far from being injurious to the economic order, is by all evidence 
beneficial. 

Regulation of production or distribution can also be accomplished 
by a discriminatory exemption or a discriminatory rate variation in 
an otherwise nonregulatory tax. If a retail sales tax has a high min- 
imum exemption, it will apply only to sales made by chain and de- 
partment stores, putting them at a competitive disadvantage against 
small independent dealers. Several states authorize local govern- 
ments to exempt the property of newly established enterprises for a 
term of years as a means of attracting such enterprises.^® The gen- 
eral exemptions of educational, charitable, and other nonprofit insti- 
tutions from various forms of taxation can also be considered a regu- 
latory discrimmation to encourage them. j 

Controlling business structure and conduct 

A tax may also be used to restram harmful practices of business in 
general, or to encourage beneficial practices. According to arrange- 
ments for consolidated returns and taxation of intercorporate divi- 
dends under a corporation income tax, the development of holdmg 
companies may be either impeded or fostered. The undistributed 
profits tax of 1936, by checkmg the accumulation of corporate sur- 
pluses and making corporations more dependent upon the general 
capital market for the financing of expansion, tended to reduce the 
power of corporate management. To the extent that the tax pre- 
vented the accumulation of corporate surpluses subject only to man- 
agement control, a corporation management seekmg to enlarge its 
plant would have to submit its accomplishments to the review of the 
prospective investors to whom it would have to appeal for new capi- 
tal. 

An interesting example of repressing an undesirable business pro- 
cedure is presented by the tradmg-stamp taxes found in some states. 
These stamps used to be given by retail stores as premiums on sales. 
They would be pasted by the customers in booklets, and various 
numbers of the stamps would entitle a customer to merchandise 

l^The advisability of such exe«iptions is discussed on p 368 of this volume. 
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premiums. The lure of apparently “getting something for nothmg” 
often led customers to buy inferior values or pay higher prices m the 
“trading-stamp stores,” and the practice is generally held to consti- 
tute an unfair type of merchandising promotion. Many states have 
abolished the practice under their police powers. In others, the 
courts held that the police power could not prohibit such transac- 
tions, and these are the states that have turned to trading-stamp taxes. 
In Washington and Montana, for example, a store using trading 
stamps must pay a special annual |6000 tax. In the face of such a 
tax, few retail establishments find that trading stamps pay. 

Suggestions have been made that special corporation tax rate re- 
ductions be allowed to corporations maintaining certam standards 
of employment during recession periods, or that penalty rates be im- 
posed on enterprises that have wide seasonal fluctuations in employ- 
ment. It is difficult at first glance to see how these “mcentive” pro- 
posals could be put into practical effect, but if a workable statute 
could be formulated it would open another useful field of tax regu- 
lation. 

Controlling the general economic system 

Best known of proposals to remold the economic system by taxa- 
tion is the so-called Single Tax. Formulated by Henry George in 
his Progress and Poverty, published m 1879, the Single Tax was to be 
a tax on the economic rent of land — ^the annual yield of its natural 
fertility or location value as distinguished from the return from labor 
bestowed upon or capital invested upon the land. For moral justifi- 
cation of such a tax, George pointed out that economic rent was an 
unearned increment to the recipient, a return that came to him from 
mere appropriation and ownership without his having performed any 
service therefor. The economic effect would be to discourage specu- 
lative holdmg of land for a higher price, smce with all economic 
rent continuously expropriated by the State, there could be no rise 
m land value except from labor and capital invested in it. Such 
el imina tion of* speculative holding of land would cause it to be rap- 
idly developed, and so contribute to the nation’s economic growth 
gnd prosperity. 
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During the 1930’s a number of suggestions for “taxing the coun- 
try out of depression” were advanced and one was enacted. They 
all rested on the premise that when purchasing power is saved, and 
these savings instead of bemg translated soon mto investment are 
“hoarded” in cash form or unused deposits, the economic mechanism 
of the country bogs down. One, the proposed currency-and-deposits 
tax already mentioned,^^ would have imposed a heavy penalty tax 
on cash holdings and bank deposits, to force these sums mto either 
expenditure or investment. A second idea, Hazelett’s widely publi- 
cized “mcentive tax,” was a 30 per cent federal corporation income 
tax with the rate reduced 2 per cent per annual turnover of a corpo- 
ration’s average monthly cash balance — an indirect way of taxing 
“hoarded” corporate balances. The undistributed profits tax, en- 
acted in 1936, was in a way a third approach to the same idea, since 
corporate earnmgs forced into stockholders’ hands by dividend dec- 
larations were far more likely to be spent than if the corporations 
retained them. 

Conclusion 

Most fiscal scholars condemn regulatory taxation as perverting the 
true purpose of taxation — ^revenue. Regulatory intent, they say, in- 
terferes with the conformity of taxes to the principles of fiscal jus- 
tice. And finally, the regulation of the economic system or any 
phase of it through taxation demands a degree of wisdom which 
neither lawmakers nor tax administrators possess. 

Such blanket condemnation of regulatory taxation, though backed 
by eminent authorities, rests on weak logical grounds. Although 
revenue is unquestionably the primary purpose of most taxes, to state 
that it is the one and only “true” purpose of taxation is mere arbi- 
trary assertion. Fiscal justice is m many cases not affronted by regu- 
latory taxes smee if they are successes a's regulatory measures, they 
will yield little or no revenue, and hence work little or no fiscal in- 
justice. And economic regulation, if it is to be undertaken, requires 

Sec pp. 270-271 of this volume. 

William Hazclett, Incentive Taxation (Dutton & Co, New York, 1936); and the 
same author's ‘‘Inceptive Taxation,” Taxesj January 1941, pp 24-28, 
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for Its accomplishment by taxation no greater legislative or adminis- 
trative wisdom than the use of more direct means. Furthermore, as 
a recent study mdicates, 

The taxing power can be easily demonstrated to have many ad- 
vantages over “ordering and forbidding devices” that are conven- 
tionally employed by the police state. It does not ordmanly im- 
ply a vast bureaucracy, it leaves the specific decisions in the hands 
of private entrepreneurs; it is largely automatic and immediately 
effective Its sanctions strike at the very smews of economic 
power — ^the payment of money. The taxing power, however, is 
of course neither the exclusive technique available to the modem 
state, nor one suitable for all ends of policy, but it is one that must 
be skillfully blended with all the other powers and instrumen- 
talities of government in effectuating common objectives.^® 

A regulatory tax is but a means to an end, and it must be judged 
by that end. If a practice universally acknowledged to be bad, such 
as the sale of narcotics, cannot be stopped by direct prohibition be- 
cause of constitutional limitations on the federal government but can 
be checked by a tax, what reasonable objection can be raised against 
such a tax.? If educational and charitable institutions can be stimu- 
lated by tax exemp^on, why not exempt them? Where the objec- 
tive is a special group disadvantage won at the expense of the gen- 
eral welfare, as m the case of oleomargarine and chain-store taxes, 
then the taxes that accomplish such an end are to be condemned, 
just as any more direct means to accomplish such a purpose would 
have to be condemned. And where there is dispute as to the goal, 
as with control of holding companies or regulation of savmg, any 
tax measures directed toward such goals are open to debate. In all 
cases, however, it is not the tax measure as such that mvites criticism, 
but Its ultimate purpose. 

Temporary National Economic Committee, Taxation of Corporate 'Enterprise (Mono- 
graph No. 9, Washington, 1941), p 115. 



CHAPTER XII 


Distributive Aspects of Taxation 

Under a general poll tax, every individual would pay the same tax. 
Any other system of taxation requires some individuals to pay, di- 
rectly or mdirectly, heavier taxes than others. Distribution of the 
burden among individuals and social and economic classes is de- 
termined by the character of the tax system. Are there any ultimate 
principles for such distribution of tax burdens whereby different tax 
systems can be approved or condemned ? In other words, what, if 
any, are the principles of “justice” in taxation? 

Most discussions of tax distribution prmciples are ex parte denun- 
ciations or defenses of particular taxes. The resultant conclusions 
are of litde value to students of tax theory, since all such writings in- 
volve at their very inception a misunderstandmg of the place of tax 
distribution principles in fiscal theory. These principles have no 
application to particular taxes; they can be applied only to systems 
of taxes. A general sales tax, standmg by itself, might be diflScult to 
justify. But a moderate sales tax could work m very acceptably with 
a progressive income tax embodying a large minimum exemption. 
It should never be forgotten that the distributional effect of any one 
tax may be counterpoised by other taxes in the system. Individual 
taxes may be praised or condemned for their effect on the distribu- 
tion of the burden of a tax system, but never for the distribution of 
their own exclusive burden. 

DISTRIBUTION OF TAX BURDENS AMONG 
INDIVIDUALS 

Five major doctrines have been propounded upon the distribution 
of tax burdens among individuals: (1) the benefit doctrine, (2) the 
privilege doctrine, (3) the State-partnership, doctrine, (4) the ob- 
jective ability doctrine, and (5) the subjective sacrifice doctrine. 

283 ' . 
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Benefit doctrines 

The principle of the benefit doctrine of tax distribution is concise: 
each individual should be taxed in proportion to the benefits he 
derives from governmental functions. The doctrine has two 
branches: (1) the cost-of-service theory, and (2) the value-of-service 
theory. 

Underlying the cost-of-service theory is the thought that each 
mdividual should be compelled by taxation to pay the cost of the 
services performed for him by the government. Governmental func- 
tions would be conducted on the prmciple of government enter- 
pnses; through taxes, each mdividual would be assessed the cost of 
the services performed for him by the government. But none of the 
champions of the cost-of-service theory ever suggested a basis for 
apportioning governmental costs among the mdividuals benefited. 
A moment’s thought will indicate that no such basis is possible ex- 
cept for government enterprise services and a few occupational con- 
trol functions financed by license charges. How can your mdividual 
responsibility and my individual responsibility for the cost of the 
federal government’s 1941 defense effort be determined ? How can 
responsibility for the costs of a child’s education be allocated to the 
child Itself who may not want to attend school, to its parents who 
may or m^y not wish their offspring educated, to his future em- 
ployers who, want a trained employee, to the general community 
which IS better off for an educated populace, and to all the others 
who have an interest in the promotion of popular education ? Any 
attempt to translate the cost-of-service theory into specific terms 
reduces it to, nonsense. 

According to the value-of-service theory, an individual should 
share in the total costs of government in proportion to the value of 
the benefits he derives. Here, too, there is the difficulty of measur- 
ing the extent to which each person benefits from governmental ac- 
tivities. Value-of-service doctrine advocates have, however, pro- 
posed various standards for measurmg the benefit of governmental 
activities to individuals. Those who conceive protection to be the 
sole function of government have argaed that the individual benefit 
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from protection varies in proportion to the property owned. To 
such writers, a single general property tax has seemed the best means 
of distributing tax burdens equitably — ^it is a sort of insurance 
premium.^ Other writers have contended that since each individual 
benefits from governmental activities to the extent that he eats, 
drinks, and otherwise enjoys life in a material manner, a tax based 
on private expenditure, a retail sales tax, would be most just.® 

Quid pro quo doctrines of tax distribution were natural as long 
as national and domestic protection was the major function of gov- 
ernment. It could reasonably be argued that protection thus bore 
some relation to property or expenditures, even though now we look 
upon any individual benefit from protective :^nction as an incidental 
by-product of the more important indivisible social benefit inherent 
in it.^ Today general public welfare is the major objective of many 
governmental activities, and any individual benefits are recognized 
as purely mcidental. Education and social welfare are examples of 
such activities. An individual taxpayer, as such, rarely derives any 
direct, personal benefit from such activities; the social group, as a 
group, is the beneficiary. Benefit doctrmes of tax distribution can 
no longer find general application because of the subordination of 
individual benefit in many of the present governmental functions. 

As IS indicated m a later chapter,® the benefit principle still finds 
application in fees, license fees, and special assessments. Further- 
more, it stdl finds a limited application m the field of taxation. Oc- 
casionally, It is possible to isolate a class of individuals or of property, 
marked by some distinguishing characteristic, which derives a special 
benefit from some broad group of governmental activities. Special 
taxes levied on such a class are justified by the special benefits be- 
stowed upon It by the government. Motofists, distinguished from 
other mdividuals by their ownership, of motor cars and consumption 
of motor fuels, derive a special benefit from governmental expend- 

H G von Justi, Stetatswirtschaft (second edition, 1758), Part II, sec 228, p 312 
2 A Thiers, De la propnete (1848), p 352 

Petty, A Treatise of Taxes and Contributions (1667), p. 72 This \vas the gen- 
eral viewpoint of the school of ‘^natural nghts” philosophers 
^ See p 34 of thib volume 
® See pp 608, 610, and 614 of this yolume. 
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itures on highway construction and maintenance. Two “benefit” 
taxes can, therefore, be imposed upon them — the motor vehicle license 
tax and the motor fuel tax. Heavy trucks contribute more than light 
trucks to highway wear and tear and they can, therefore, be com- 
pelled to pay more. Common carrier motor vehicles owe their pos- 
sibility of profit to state highway construction and maintenance, and 
they can be taxed more heavily than other cars since their benefit is 
relatively greater. So also, in a broad way, many government ac- 
tivities may be said to be of special benefit to business enterprise 
rather than of general benefit to individuals as such. On this argu- 
ment, general business taxes have a “benefit” justification in addi- 
tion to their other distributive justifications. 

Privilege doctrine 

A special variant of the benefit doctrines goes under the name of 
the “privilege” theory. Its substance is that the legal privileges 
granted by governments — the privilege of inheriting property, or the 
privilege of doing business as a corporation, for example — confer 
special benefits that could not be enjoyed except for the govern- 
ment’s grant of permission, and that these special benefits warrant 
special taxes Many yardsticks, among them property used in con- 
nection with the privilege or net or gross income resultmg from its 
exercise, may be used to measure the benefits presumably derived 
from the exercise of the privilege. The privilege and value-of-service 
doctrmes are thus somewhat analogous, except that the taxpayer’s 
special benefit is presumed to derive not from any government ac- 
tivity or service, but from the permission to do something not 
otherwise legally permissible. 

Isolating the group benefiting from a legal privilege in order to 
impose a special tax upon it involves little admmistrative difiEculty. 
If the privilege consists of doing an act which would otherwise be 
without legal sanction, the tax can be levied on each performance of 
the act, as with death taxes levied on property passing by bequest or 
inheritance. If the privilege is one of assuming a condition not 
otherwise permissible, as in domg busmess in a corporate form, the 
tax can be imposed on the oecasion of each renewal of the privilege. 
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Basic weakness of the privilege doctrine is its underlymg assump- 
tion that the permission to perform certain acts or assume certain 
conditions confers a special benefit. Actually, the State is all-sover- 
eign, and except for self-imposed constitutional limitations, has the 
power to prohibit every act and every condition. From this point of 
view, every act or condition not specifically prohibited might be con- 
sidered specially permitted. To do busmess m an unmcorporated 
form is as much a legal privilege as to do business in an incorporated 
form. To dispose of property by gift or sale is as much subjgpt to 
government permission as to dispose of it by inheritance or bequest. 
When every act and every condition may be considered the exercise 
of a legal privilege, what special economic benefit is inherent m any 
particular legal privilege to justify its being made the basis of a 
special tax? 

State-partnership doctrines 

Still another variant of the benefit theory — ^the State-partnership 
doctrme — is sometimes offered as special justification for business 
and land mcrement taxes. In support of business taxes, it may be 
argued that business can be transacted in security and safety only 
because of the protection accorded by the State. Furthermore, the 
State provides and enforces laws such as the Uniform Sales Law and 
the Negotiable Instruments Law, which facilitate business inter- 
course. And various governmental departments collect and dis- 
seminate information of particular value to busmess firms. The 
State, therefore, is an active partner in every profit-making business 
enterprise, and should receive its partnership share in the profits. 
This share may be taken in the form of special business taxes, prefen 
ably net income taxes. 

Henry George and other proponents of land increment taxation 
argued that society achieves economic advancement, communities 
grow in size, and land becomes increasingly valuable only by reason 
of the protective presence of stable governments. Governments be- 
ing silent partners in bringing about increases in land values, they 
should receive a due share of such profits by special increment, taxes. 
Unless some sort of single tax is proposed— a single business tax, or 
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a single increment tax — the State-partnership doctrine provides no 
general standard of tax distribution. Moreover, the idea of partner- 
ship between the government and individuals is an analogy, an argu- 
mentative fiction, rather than a sound deductive premise. At most, 
the State-partnership doctrme can be but a supplementary argu- 
ment buttressing a tax which finds its major justification under 
some other doctrme. By itself, the theory would be tenuous sup- 
port for the imposition of any particular tax.® 

Objective ability doctrines 

Behind the “ability” doctrine of taxation is the principle that gov- 
ernment costs are mcurred for general social purposes, and are an 
obligation of society rather than of particular individuals. This 
obligation must be distributed among the individuals composing 
the social unit in a manner which imposes the least hardship. And 
the least hardship results when each mdividual contributes pro rata 
to his “abihty” or “faculty.” Adam Smith made the ability doctrine 
the first of his four canons of taxation: 

I. The subjects of every state ought to contribute toward the 
support of the government, as nearly as possible in proportion to 
their respective abilities; that is, in proportion to the revenue 
which they respectively enjoy under the protection of the state.'^ 

Today it is generally accepted as a proper standard of tax distribu- 
tion. 

Most fiscal writers hold that the “ability” concept can be applied 
properly only to individuals, that a business enterprise or corpora- 
tion has no independent, impersonal “tax-paying ability.”® But 
in recent years the argument has been developed that business units 
possess an impersonal tax “ability” measured by net income and by 
the relation of net income to capital; this argument is used to justify 

^For disapproval of tins curt dismissal of the State-partnership doctnne, and a positive 
argument for the theory, see Paul St udens h y, “Toward a Theory of Busmess Taxation/’ in 
Journal of Pohucal Economy, 1940, pp 630-63T 

^ Adam Smith, The Wealth of Nations, Book V, Ch 2. 

8 See Carl Shoup, “Business Taxes,” m Encyclopaedia of the Soaal Sciences (New York, 
1934), Vol III, p 123. 
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proportional corporation income tax and progressive excess profits 
taxes.® 

“Ability” is a vague term and has been given many interpretations. 
Colonial America held the individual to be the norm of “ability,” 
and on this standard, a poll tax was considered essentially equitable. 
Jean Bqdin and many later writers considered property the best 
criterion of taxpaymg “ability.” Property yields, individual ex- 
penditures, individual incomes, and savings have at various times 
been proposed as ideal criteria of “ability.” Income is popularly ac- 
cepted today as the standard of “ability.” 

Each of the proposed objective measures of “ability,” including the 
income standard, suffers from the same shortcoming — it fails actually 
to measure “ability.” If one individual has twice as much property, 
or in the course of a year, spends twice as much, or receives 
twice as much income, or saves twice as much as a second individual, 
does the first individual have exactly twice as much “ability” as the 
second individual, or is the proportion somewhat more than double, 
or somewhat less than double None of the objective “ability” doc- 
trines can answer these questions. Whether the tax burden should 
be proportional, regressive, or progressive in relation to property, 
expenditure, savings, or income, remains an open issue.^® 

Subjective sacrifice doctrines 

John Stuart Mill first propounded the subjective sacrifice doc- 
trine, a refinement upon the objective ability doctrine of tax distribu- 
tion. That mcome, property, savmgs, or any other measuring rod of 
taxpaying “ability,” has a diminishing utility to its possessor, is a 
basic proposition Consequently, a rich man’s payment of a given 
sum in taxes entails less sacrifice than the poor man’s payment of an 
equal amount. Some writers argue in conclusion that the tax legis- 
lator’s ideal should be “equal” sacrifice on all taxpayers. A second 
group of writers argues for “proportional” sacrifice. Still a third 


® Smdensky, loc cit , pp, 632-639 

Cf M Slade Kendrick, “The Ability-to-Pay Theory of Taxation,” American Bccnomtc 
Review, Vol XXIX, March 1939, pp 92-101 

John Stuart Mill, PoUttcal Economy (London, 1848), Book V, Ch 2, sec 2 
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school of economists insists upon “minimum or least social sacrifice” 
as the ideal. 

But if any subjective sacrifice theory — the “equal” sacrifice prin- 
ciple, the “proportional” sacrifice principle, or the “least” sacrifice 
principle is to provide a clear standard for tax burden distribution, 
the exact formula for the diminishing utility of wealth or income 
must be known. And as yet, the “law” of the diminishmg utility of 
wealth or income has not been mductively established.^^ Every fiscal 
economist bemg free to choose his own formula, agreement among 
them IS rare. According to the particular formula of diminishmg 
utility chosen, the “equal” sacrifice principle can lead to regressive, 
proportional, or progressive taxation, “proportional” sacrifice may 
produce proportional or progressive taxation, and progressive taxa- 
tion or outright confiscation of all wealth or income above a given 
figure may be the outcome of the “least” sacrifice prmciple. 

Critique 

Every doctrme of “tax justice” we have analyzed is based on an 
arbitrary assumption — taxes should be “just.” Yet this is hardly a 
tested scientific principle. Even at best it merely expresses a pious 
hope. But since both taxpayers and legislators mamtain that taxes 
should be “just,” this principle has pragmatic sanction as a basis for 
constructmg tax systems — or ratlier, it would have such sanction if it 
could be utilized. 

But the factors of tax justice posited — ^benefit, ability, and sacrifice 
— are also arbitrary assumptions. Arguments for and against each 
factor can be built up with equal facility. And there is no unani- 
mous popular acceptance of one factor to the exclusion of others. 
The “man m the street” will agree readily that taxes should be 
levied according to benefits received, and also according to the tax- 
payer’s ability, and also accordmg to sacrifices imposed — ^though 
widely different conclusions may be drawn from each of these first 
premises 

Still a third set of arbitrary assertions enter — ^the measures of bene- 

^Sce Elmer D Fagan, “Recent and Contemporary Theories of Progressivc'Taxation,” 
]ouinal of Polmcal Economy, Vol, XLVI, August 1938, pp 458-485, 
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fit, or ability, or sacrifice. Is wealth the best measure of benefit, or 
ability, or sacrifice Or is income the best measure ? Or consump- 
tion expenditure ? Or savings ? Or some other element 

As matters stand, if the right combmation of factor and measure is 
used m buddmg up the argument, any tax system can be proved the 
epitome of “justice.” By usmg a different combmation of factor and 
measure, however, the same tax system can be proved utterly unjust. 
The situation would be ludicrous — a good joke on the fiscal schol- 
ars, if popular aspiration for “justice in taxation” did not play 
into the hands of self-seeking interests and their propagandists. 
Lobbyists for independent retailers argue that chain stores have spe- 
cial elements of “ability” which warrant their being subjected , to 
prohibitive chain-store taxes. Railroads would like to see their bus 
Ime and trucking company competitors hampered by higher taxes, 
and argue, under the “cost-of-service” doctrine, that highway users 
should bear the total cost of highway construction and maintenance. 
Representatives of truckers’ and automobile owners’ associations op- 
pose increased highway taxes by appeal to “value-of-service” and 
“ability” doctrines. With the various group interests seeking to shift 
tax burdens onto “the other fellow,” “justice” and “mjustice” have 
become mumbo-jumbo words to conjure support or provoke opposi- 
tion from a blmd and bewildered public opinion. 

DISTRIBUTION OF TAX BURDENS AMONG ECONOMIC 
AND SOCIAL CLASSES 

Classical fiscal theory was concerned solely with the distribution 
of tax burdens among individuals. Neither lawmakers* nor econ- 
omists had to concern themselves with the resultant distribution of 
these burdens among social and economic classes — ^whether a tax 
or a tax system tended to make the rich richer and the poor poorer, 
or contrariwise. 

Outside of Classical tradition, however, various writers have 
studied the social mcidence of tax systems. Progressive rate sched- 
ules in personal income and inheritance taxes, nonshiftable business 
taxes, and high personal exemptions were noted as throwing the 
burden of a tax system on the richer elements of a population. Taxes 
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on commodities and dwellings^ it was seen, were paid largely by the 
poorer classes. 

Since taxes and tax systems do discriminate between social classes, 
should this discrimination be permitted to motivate the framing of 
tax systems should a tax be levied for its ^^social legulatory’’ effects ^ 
Should the State use its taxing power to eliminate or reduce in- 
equalities of wealth and income^ A scattered line of scholars out- 
side Classical tradition have answered “yes.” In the fifteenth cen- 
tury the Florcntme scholar Guicciardini wrote: 

Since we are all citizens of the same state and each the equal of 
the other, there can be no true equality or justice in taxation un- 
less the taxes reduce us all to the same economic level. . . If, 
then, we introduce the progressive prmciple (with sufficient 
seventy) we shall become truly equal as we reasonably ought to 
be.^® 

Adolph Wagnei, the German economist, gave this “socio-political 
dieory of taxation” more precise expression in the nmeteenth cen- 
tury; 


Taxation, in addition to serving the purely financial purpose of 
providing sufficient revenue, should be employed for the purpose 
of brmging about a different distribution of wealth from that 
which would result from the working of free competition upon 
the basis of the present social order.^^ 

This idea of utilizing taxation as an instrument of social equaliza- 
tion is, with mcreasing frequency, forcing itself mto current tax 
literature and — as evidenced by the growing use of the phrase “Soak 
the rich” — ^into tax practice. 

“Equalization” doctrines, as may be seen in the Guicciardini quo- 
tation, frequently seek to ally themselves with one or another of the 


Quoted in Edwin R A Seligman, Vrogr^tstve Taxation in Theory and Practice (second 
edition, American Economic Association, 1908), p 135 

Adolf Wagner, Ftnanzu/is^cnschaft (Leipsig, 1880), Vol, 1, § 27, quoted in Charles 
J. Bullock, Selected Pendirgs in Public Finance (Ginn & Co , Boston, second edition 1920), 
p 255, and in Elmer D Fagan and C W Mac., Public Finance (Longmans, Green & Co, 
New York, 1934). p 179 
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“justice” principles already analyzed — some modern writers care- 
fully avoid the damning term “equalization” and present the prin- 
ciple under the name of “social justice.” Fundamentally, there can 
be no alliance between principles of “justice” in the distribution of 
mdividual tax burdens, and the doctrine of utilizing the tax power 
to achieve extrinsic social aims. The lines of argument run m differ- 
ent planes, and can never fuse. 

Tax power, under the “equalization” doctrine, becomes a weapon 
in class struggle. And the class struggles are many — ^between the 
farmer and the rest of the community, between the manufacturer 
and other group interests, between the land owner and other ele- 
ments in economic society, as well as the one between rich and poor 
Shall taxes be levied and tax systems framed to relieve one class of 
tax burden and impose a correspondmg extra burden on the re- 
mainder'* There have been more than a few affirmatives. Cham- 
pions of the farmers point to their continuous depression of nearly 
two decades, and msist that shifting tax burdens to other groups 
would help “equalize” this condition. Real estate interests proclaim 
the “equalization” doctrme in support of property tax limitation 
laws 

To state that a tax system should have a social or class aim is, like 
the statement that it should be “just,” an arbitrary assertion beyond 
the scope of proof or disproof. And to deny that a tax may have 
such an aim is alike arbitrary. The scholar can neither approve nor 
condemn the “equalization” doctrine. He can but record its preva- 
lence and the extent to which it influences tax legislation. As moti- 
vation for tax legislation in the United States, “equalization” ideas 
have assumed increasmg importance. “Soaking the rich” has ad- 
vanced from the stage of fiscal heresy to that of popular tolerance, if 
not acceptance. 


TAX EXEMPTIONS 

Tax exemptions may be grouped into five classes, according to thv. 
motivations behind them: 

IS C£ James W Martin, “General Theory of Tax Exemption,” in Tax Policy Leagoe, 
Tax Exemptions (the League, New York, 1939), pp 5-6- 
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(1) Constitutional exemptions, necessitated by the federal and 
state constitutional limitations on tax legislation 

(2) Economic exemptions, like those to encourage the settle- 
ment or development of new enterprises 

(3) Distributive exemptions in the mterests of “tax justice” — 
minimum personal exemptions, and exempuons to eliminate 
overlapping double taxation 

(4) Exemptions to accomplish social ends 

(5) Administrative exemptions 

The first class of exemptions -was considered in Chapters VIII and 
IX, the second class will be covered in Chapter XV. Administrative 
exemptions are discussed in Chapter XIII. Here we shall consider 
minimum and social exemptions motivated by distributional con- 
siderations. 

Miniijium exemptions 

In taxes levied on individuals, minimum exemptions are unani- 
mously deemed desirable. Underlying this feelmg is the realization 
that the extremely poor pay taxes not merely at the cost of some 
luxuries or savings, but at the cost of the necessities of life. 

Classical economists would have limited mmimum tax exemp- 
tions to a “minimum-of-subsistence” level. They approved only 
those exemptions covering the lowest income which would keep the 
recipients alive and m strength. Were basic subsistence taxed, they 
argued, the sickness and death rcsultmg from the diminished in- 
comes of the poor would, by reducing the working population, force 
wages up and shift the tax to employers. At the present time and 
in this country, the view taken is broader. A moderate standard of 
living rather than the mmimum of subsistence should be the measure 
for tax exemptions. The feelmg now is that the socially desirable 
standard of living is one which includes moderate comforts for even 
the poorest classes. Individuals who just manage to achieve this 
moderate Standard should not have their circumstances straitened 
by the imposition of a tax. Such individuals, argue proponents of 
the ability and sacrifice doctrines of taxation, are without “taxpay- 
ing ability.” And finally, a considerable burden of commodity. 
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business, and property taxes is shifted into consumption expenditure, 
where it bears especially heavily on the lowest income groups; sub- 
stantial minimum exemptions in personal taxes counterbalance to 
some extent this maldistribution of tax burdens. 

A moderate mmimum exemption greatly simplifies the adminis- 
tration of many taxes. Since costs of assessment and collection for a 
tax on incomes or estates of a few hundred dollars would often be 
greater than the revenue collected, common sense dictates their 
exemption. Exemptions advisable for administrative reasons are, in 
general, higher than those approved on distributive grounds. The 
admmistrative argument for exemptions is best viewed as a supple- 
ment to the distributional argument. 

Minimum exemptions take three forms: (1) lump-sum, (2) con- 
tinuing, and (3) vanishing. Under a lump-sum exemption, should 
the income, estate, or other taxable element exceed the exempted 
amount even by a small sum, the entire amount is subject to the tax. 
If an income tax exemption is fixed at |2000, a $1999 income would 
be tax free while a $2001 income would be entirely taxable. This 
form of exemption is obviously unjust, and is rarely found. 

Continuing exemptions allow the full amount of exemption re- 
gardless of the size of the income, estate, or other taxable element. 
If the $2000 income tax exemption is continuing, a $50,000,000 m- 
come as well as one of $2500 would be permitted the full exemption. 
Allowing minimum exemptions to large taxpayers is no part of the 
prmciple of minimum exemptions, and reduces the tax yield for no 
good purpose. Despite this disadvantage, however, the continuing 
exemption is the characteristic form of minimum exemption in 
American taxes. 

“Vanishing” exemptions, the third form of minimum exemptions, 
avoid the disadvantages of both the lump-sum and the continuing 
exemptions. With this form, the exemption diminishes as the tax 
base increases over the exemption figure. In an income tax with a 
$2000 exemption vanishing at a dollar-for-dollar rate, a $2000 income 
would be entirely exempt, one of $3000 would enj'oy a $1000 exemp- 
tion, while an income of $4000 would be fully taxable. Unlike the 
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lump-sum exemption, the “vamshing” exemption does not mvolve a 
sudden, heavy tax imposition. Moreover, it grants no exemption to 
nch individuals who do not need it and for whom it was not in- 
tended. 

Social exemptions 

State and local property taxes commonly exempt the property of 
religious, charitable, educational, and similar mstitutions. So also, 
incorporated institutions of this character are free from special cor- 
poration taxes. Bequests and gifts to such institutions are generally 
exempted from death and mcome taxation. 

Several reasons justify these social exemptions. Since most of 
these institutions do not earn any true profit, they are, on this score, 
without taxpaying ability. Then, too, their services are of great so- 
cial value to the community, and to compel them to curtail these 
services for the sake of a small amount of tax revenue would be un- 
reasonable. Furthermore, it is frequently argued, these institutions 
perform services which state or local governments would otherwise 
have to undertake. Compel them by taxation to forego such per- 
formance, and the government would be puttmg money mto one 
pocket by takmg it out of the other. 

But the policy of liberal social exemptions has not altogether 
escaped criticism. In some quarters the objection raised is that an 
exemption of religious property is m effect a subsidy to churches — 
forbidden by many state constitutions. ' Exemption of profit-produc- 
ing property owned by religious, charitable, and educational institu- 
tions has also been protested. While the profit derived from such 
property may be utilized for social ends, the property itself is em- 
ployed as an economic asset and should contnbute its quota to the 
upkeep of the governments which make its economic use possible. 
And not mfrequently, a large educational or religious institution 
engrosses so great a proportion of the property in a small taxing dis- 
trict that a disproportionate burden is imposed on the remainmg 
property. 
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PROGRESSIVE TAXATION 

We noted earlier m this chapter that choice of a principle of tax 
justice — ^benefit, or ability, or sacrifice — and selection of a measure 
of that principle — ^property, or income, or expenditure, or savings, 
or some other element — leaves still unsettled the question of how 
this measure should be employed in frammg a schedule of tax rates. 
Should the tax be proportional — should it constitute a fixed propor- 
tion of the taxpayer’s property, income, expenditure, or savings? 
Should the tax be progressive, with successively higher rates on 
larger units of the measure? Should the tax be regressive, with 
rates decreasing for successively larger units of the measure ? And 
if the tax IS to be either progressive or regressive, what should be the 
formula ? 

Theory 

Nineteenth-century proponents of the benefit doctrine of taxation 
usually argued for either the regressive or proportional distribution 
*of the general burden. The argument for regression was based upon 
the observations that a government’s social expenditures benefited 
the poorer more than the richer classes, and that governmental pro- 
tection was much more the prevention of exploitation of the poorer 
by the richer classes, than vice versa. Proportional distribution of 
tax burdens was defended upon the generalization that the protec- 
tive activities of government concerned property rather than individ- 
uals, and hence a tax burden proportional to individual property 
holdmgs paralleled the distribution of governmental benefits. A few 
writers, however, argued that the benefit principle of taxation dic- 
tated a progressive tax burden. Governmental expenditures, they 
said, went largely to protect the property and persons of the rich 
from attack by the poor, and many governmental expenditures were 
of particular benefit to the rich. ' 

During the nineteenth century, a French radical and a conserva- 
tive American economist advanced the “compensatory” argument 

C A Royer, Thione dc Vtmpot ou la dime sociale (Paris, 1862) 

Francis A Walker, Political Economy (New York, 1883), pp 489-490 Note that 
in the 1888 third edition of this work, these passages were omitted 
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for progression. This argument, although it is somewhat allied to 
the benefit argument for progression, clearly results from an inde- 
pendent Ime of thmking. Francis Walker’s justifications for pro- 
gressive taxation were: (1) “the undoubted fact that differences of 
property and mcome are due, in no small degree, to the failure of 
the state in its duty of protectmg men against violence and fraud,” 
and (2) “differences in wealth are in a measure due to the acts of the 
state itself, having no political purpose, as treaties of commerce, 
tariffs, currency legislation, embargoes, non-intercourse acts, wars, 
etc.” 

But the ability and sacrifice doctrmes of tax distribution present 
the strongest arguments for progression. Accordmg to many ad- 
herents of the ability principle, since the prmciple of diminishing 
utility applies to ownership of wealth and receipt of income, taxpay- 
mg ability mcreases more rapidly than does the mcrcase of wealth or 
mcome. A poor man’s property holdings represent necessities or 
semmecessities, and all his income is expended on such items. As 
wealth and income mcrease, the proportions devoted to necessities 
an d semmecessities grow smaller and smaller. And the surplus over 
and above the possession and purchase of necessities and semmecessi- 
ties, which measures taxpaying ability most truly, mounts more rap- 
idly than the basic wealth or mcome. Sacrifice doctrines of tax dis- 
tribution, which are essentially psychological statements of the ability 
doctrme, can be similarly argued to support progression. 

Progressive taxation is, of course, the keystone of the equalizaUon 
doctrmes of taxation. But the literal acceptance of these doctrmes 
would, lead to a progression so steep as to be confiscatory on .large 
fortunes and mcomes. 

Distributive arguments for progressive taxation suffer from the 
general weakness which afflicts all the doctrmes of tax distribution. 
As previously indicated, these doctrmes rest on bald, unproven, and 

18 It IS interesting to note that the "sacriflee” argument for progressive taxation was com- 
pactly stated m the Institutes of Manu, supposed to date from the twelfth century b c 

“To the burden of taxes equal, it should be made to press with equal seventy upon 

every individual This is not effected by a mere nnmencal proportion The man who is 
to the amount of one-tenth of an income of 100 rupees per annum, is taxed far 
more severely than the man who is taxed an equal proportion of an income of 1000 rupees 
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unprovable assumptions concerning social psychology and the rela- 
tionship between governments and individuals. Conflicting first 
premises lead to conflicting conclusions. Every distributive argu- 
ment to sustain the principle of tax progression is matched by an- 
other sustaming regressive or proportional taxation. More to the 
point is the pragmatic consideration that proportional and progres- 
sive taxation work no palpable injustice, while regressive taxation 
directly affronts common-sense standards of fiscal justice. 

Accomplishment of tax progression 

A progressive tax burden, it is frequently stated, can be established 
only by personal taxes havmg progressive rate schedules. Besides 
this obvious method, however, an element of tax progression can be 
secured by a judicious selection of nonpersonal taxes, and by the 
use of continuing exemptions. 

Commodity taxes are generally shifted to the purchasers. If, 
therefore, commodities purchased exclusively by the wealthy are sub- 
jected to special taxes, to the extent that these taxes are shifted, they 
will impose a special burden on the wealthier classes. During 
World War I and the postwar years the federal government and 
many European governments imposed special luxury taxes, partly to 
discourage temporarily the production and consumption of such lux- 
uries, but partly, also, to draw revenues from the wealthier classes 
without imposing additional burdens on the poorer classes. 

Since ownership of business, particularly of large-scale enterprise, 
is naturally concentrated in the wealthier classes, nonshiftable busi- 
ness taxes which reduce business profits rest more heavily on the 
rich than on the poor. Consequently, a corporation income tax with 
a proportional rate imposes a crudely progressive burden upon indi- 
vidual incomes. 

How a continuing exemption in a tax with a proportional rate can 
produce progression, is illustrated by the accompanying hypothetical 
example of a five per cent income tax with a |2000 exemption. 
As the taxable base — ^income for example — increases above the 
exemption figure, the amount exempted is an ever-smaller fraction 
of the whole, and the tax rate appli« to. a growing proportion of the 
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whole. With a small exemption and a low tax rate, the resulting 
progression is mconsiderable A combined large exemption and 
high tax rate might, however, produce a relatively steep progression. 


Total Income 

Taxable Income 

Tax 

Tax as Percent 
of Total Income 

$2,000 

$ 0 

$ 0 

0 

2,500 

500 

25 

1 0 

3,000 

1,000 

50 

1 7 

3,500 

1,500 

75 

2 1 

4,000 

2,000 

100 

2 5 

4,500 

2,500 

125 

2 8 

5,000 

3,000 

150 

3 0 


etc 1 



Progressive rate schedules 

Progression can be introduced into a tax system by the levy of 
personal taxes — ^mcome and death taxes and, under limited circum- 
stances, property taxes — shaving progressive rate schedules. But 
progression applied to die rate schedules of commodity taxes cannot 
hope to accomplish progression in the ultimate tax burden, smce m 
shifting, the relation of the tax burden to the onginal tax base is 
changed. Nor will a progressive rate schedule in a busmess tax 
produce a progressive tax burden upon any group of individuals. 
All relation between burden and base disappears if the tax is shifted. 
And in the case of a nonshifted busmess tax, there is no assurance of 
any consistent relationship between the business base involved and 
the private circumstances of the owners of the taxed business. Pro- 
gressive busmess taxes may accomplish various regulatory ends, but 
they are a mistaken means to any distributive end. ' 

Personal tax schedules can be made progressive in three ways. In- 
stead of stating the tax as a percentage rate, it can be stated in fixed 
amounts per unit of the base. An income tax might thus be levied 
$1 for incomes up to $100, $3 for incomes between $100 and $200, $6 
for incomes between $200 and $300, and so forth. This method of 
levying a progressive tax is not only cumbersome but involves regres- 
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Sion withm the limits of each tax bracket. Progressive personal 
taxes in the United States are not levied m this manner. 

Where the rate of a personal tax is stated as a percentage, its pro- 
gression may be either lump-sum or by brackets. Lump-sum pro- 
gression IS accomplished by applying each successively higher rate to 
<;he entire tax base. In an income tax, incomes up to $1000 might be 
taxed one per cent, mcomes between $1000 and $2000 might be taxed 
two per cent on the entire income, incomes between $2000 and $3000 
might be taxed three per cent on the entire income, and so forth. 
For bracket progression, each successively higher rate is applied only 
to that portion of the income coming withm the tax bracket. Thus 
the income tax might be one per cent on incomes up to $1000, one 
per cent on the first $1000 of mcomes between $1000 and $2000 and 
two per cent on the excess, while mcomes between $2000 and $3000 
might be taxed one per cent on the first $1000, two per cent on the 
next $1000, and three per cent on the excess of the mcome over $2000. 
With rate schedules otherwise comparable, lump-sum progression 
imposes the heavier burden, because the high rates apply to the 
whole rather than to a fraction of large incomes or estates. Neither 
form of progression is inherently objectionable. In the Umted 
States, bracket progression is the more popular. 

There is no standard to determine the proper or best degree of 
progression for personal taxes — ^it is a matter of legislative discretion. 
Progression m federal personal taxes is vaguely limited by the eva- 
sion and avoidance induced by excessively high upper-bracket rates. 
Progression m state taxes is more definitely limited. Should rates 
on large mcomes or estates be too heavy m one state, the recipients or 
owners will change their residences to another state more modest in 
its demands. 



CHAPTER XIII 

Fiscal and Administrative Considerations 

Fascinated by the sinuosities of legal reasoning upon taxation, by 
the complexities of tax economics, and by the engaging sophistry of 
distributive argument, the student of taxation is sometimes mclmed 
to overlook the primary purpose of most tax statutes — to produce 
revenue. But the best possible tax by legal, economic, and distribu- 
tive standards — if there were such a tax — ^would have no place on the 
statute books if it yielded no revenue. And many a tax subjected 
to the tax scholars’ barrages of criticism is levied and collected year 
after year because it pours a steady stream of dollars into local, or 
state, or federal treasuries 

FISCAL CONSIDERATIONS 

Revenue yield is determined partly by the inherent character of a 
tax, partly by extrinsic circumstances. 

Inherent productivity 

Some taxes produce billions of dollars of revenue a year, others 
only a few thousands These differences m productivity depend 
primarily on the tax base, and secondarily on the rate schedule, the 
related economic effects of the tax, and its administrative aspects. 

As an obvious generalization, we may say that the broader the base 
of a tax, the greater its revenue possibilities. With property values m 
the United States measured by the hundreds of billions of dollars, a 
general property tax even at moderate rates is certain to produce 
tremendous revenues. So, too, with a gross mcome or general sales 
tax and, to a lesser extent, with a general net mcome tax. A tobacco 
products or gasoline tax, involvmg an item of general consumption, 
can likewise produce hundreds of millions of revenue in the United 

States. But a tax on a comparatively narrow base can yield only a 
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trifle. A federal tax on club dues or yacht sales can produce only a 
few million or a few thousand dollars revenue. 

Any exemption which narrows the tax base naturally reduces pro- 
ductivity. Personal exemptions in the federal income tax slice a sub- 
stantial fraction from gross yield, though the net reduction is 
probably relatively moderate, smce a big savmg is effected in admin- 
istration costs. An even greater loss of productivity results from the 
$40,000 federal estate duty exemption. From one-fifth to one-third 
of retail sales tax revenue is sacrificed by exemptmg foodstuffs. 

Within limits, the higher the tax rate, the greater its yield. But 
taxes are sharply subject to the rule of diminishmg productivity. 
Each tax rate increase is likely to produce less of an increase m yield 
than the precedmg corresponding rate increase. Particularly is this 
true of busmess and personal taxes, where incentives to avoidance 
and evasion multiply as the tax rate increases. If personal income 
or busmess tax rates are pushed high enough, avoidance and evasion 
will actually reduce the yield. Optimum rates for state mcome and 
business taxes are surprisingly low, because escape — by removal into 
other lower-taxmg states — ^is always open to some taxpayers. 

A tax on a commodity having highly elastic demand is likely to 
fail, as a revenue producer'hccause of the consequent related decline 
of consumption and production. So, too, a tax on one of two com- 
peting commodities or Imes of business, by causing consumption 
demand to shift to the -untaxed commodity or business, leaves a 
narrow base for the tax. 

Finally, taxes differ widely in the acuteness of their administrative 
problems. A stamp tax on legal documents is practically self- 
administering, while no amount of efficient organization or technical 
adroitness has succeeded in assessmg a property tax on intangible 
personalty. Evasion, the sign of admmistrative failure, can curtail 
tax productivity as effectively as any of the factors previously con- 
sidered. 

Stability 

In the course of the business cycle, the yield of a tax based upon 
net income fluctuates widely. A given rate schedule may produce 
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tremendous revenues in boom years and a bare dribble in depression 
periods. Revenues from taxes based on property values, on gross 
mcome, or on sales are much more stable. They rise and fall with 
the flow and ebb of the busmess cycle, but far more moderately than 
net income tax revenues. And some taxes — ^the poll tax, for example 
—are practically unaffected by cyclical business developments. 

Stability is a desirable element in the revenue system of any gov- 
ernment, unless there is a definite intention to palliate depression by 
operating on a “cyclical budget,” with deficit financing during the 
depression years. Consistent revenue inflow is essential to effective 
budgeting. And any government is in desperate plight if its income 
falls sharply off in depression time, when it is called upon to make 
extra expenditures for relief. Desirable though net mcome taxes 
may be from many angles, unless a government is willmg and able 
to take the risk of wide income fluctuation, it may not build its rev- 
enue system exclusively, or even preponderantly, around such taxes. 
A number of state governments, m order to establish minimum tax 
liability,^ buttress their corporation mcome taxes by alternative capi- 
tal stock or gross income schedules. 

Elasticity 

Elasticity in response to budgetary requirement must be combined 
with the stability of a revenue system in relation to extrmsic circum- 
stances. Emergencies or an enlarged scope of governmental activity 
ma y necessitate more revenue than is yielded by the current tax sys- 
tem. Or, more rarely, a reduction of governmental expenditures 
may pave the way for a reduction of revenues. 

Rate variation can make the yield of most nonregulatory taxes 
elastic. Raise the rates, and the yield will be higher. Lower tie 
rates, and the yield will be reduced. But not proporuonately. The 
principle of diminishing productivity, propounded earlier in this 
chapter, is a factor that must be taken into account. As the rate or 
rate schedule of any tax is pushed higher, its upward elasticity 
diminishes. If the point of optimum productivity is reached, further 
upward elasticity disappears altogether. Elasticity may also be lost 


1 See p 512 of this volume* 
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where outside restrictions, established by constitutional or higher 
legislative authority, limit the rate which the taxing authority may 
impose. At present, the property tax levies of most local govern- 
ments have reached the maxima allowed by constitutional or 
statutory limitations and are completely inelastic.® 

Taxes whose rates are determined by regulatory rather than fiscal 
considerations are likely to be inelastic. This inelasticity is of little 
importance if the revenue yield is small. But when a regulatory tax 
IS also a major revenue producer, such inelasticity may have unfor- 
tunate consequences A classic example is provided by the federal 
customs duty. Protective tariff schedules produced more revenue 
during the 1880’s than the federal government could use for any 
legitimate purposes, but customs rates could not be lowered with- 
out sacrificing protection. Federal financing “suffered” from a suc- 
cession of annual surpluses which could not be expediently utilized. 

Tax systems, as distinguished from individual taxes, are usually 
broadly elastic. When additional revenue is desirable, new taxes can 
be enacted. Some existmg taxes can be dropped when an emergency 
is over. During World War I the federaf government imposed 
scores of special levies and dropped them during the postwar years. 
Durmg the 1930’s, a number of states imposed “emergency” sales 
taxes for specific short periods.® All too frequently, be it noted, 
“emergency” taxes develop into permanent elements of the tax sys- 
tem and the “elasticity” they represent operates in only one direction 
— upward. 

Diversity of revenue sources 

Upon occasion, theorists have proposed some single tax — a single 
land increment tax, or a smgle income tax, or a single sales tax — to 
produce all the revenue needed by a government. A single tax, they 
argue, would simplify considerations of individual or social distribu- 
tion, would make the economic effects of taxation easy to calculate 
and control. 

But no one tax, within the margins of its productivity, could cover 

2 Sec p. 397 o£ this volume, 

^ gee p 562 of this voJume» 
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all the current revenue requirements of American governments. 
And no one tax could encompass the elements of stability and elas- 
ticity essential to a revenue system. A set of taxes upon various 
aspects of personal capacity and economic behavior, rather than one 
single tax, is both necessary and desirable, 

THE ADMINISTRATIVE PROBLEM 

Legal validity, economic and social purpose, distributive justifica- 
tion, and revenue yield may all be defeated if a tax is not levied and 
collected according to legislative mtent. No matter what the justi- 
fications advanced, a tax fails to the extent that it is avoided or 
evaded.^ 

Tax avoidance 

False concepts of tax legislation or improper drafting of tax laws, 
rather than administrative laxity, make tax avoidance possible. The 
simplest and most obvious form of avoidance occurs when legislators 
in draftmg a tax statute list a series of taxable subjects mtended to 
be all-inclusive, but by oversight omit some particular classification. 
Any taxpayer may, thereupon, so organize his properties, activities, 
or busmess, as to come within the omitted classification. Even 
though the legislators never intended such exemption, the courts 
will hold the taxpayer beyond the reach of the taxing power, by the 
express provision of the statute. The intent of the taxpayer is im- 
material — ^transactions authorized withm the provisions of a tax law 
do not lose their immunity because the taxpayer is actuated by a 
desire to avoid the tax payment. 

But blame for tax avoidance must not be directed exclusively 
against the legislatures. Our federal and state courts must take a 

^“Evasion** and ‘‘avoidance” arc frequently used as synonyms in connection with tax 
matters A useful distinction may, however, be drawn between them “Evasion” should 
be applied to the escape from taxation accomplished by breakmg the letter of the tax law — 
deliberate omission to report a taxable item, for example The term “avoidance” is then 
available to cover escape accomplished by legal procedures which are contrary to the mtent 
of the tax law’s sponsors, but nevertheless do not violate the letter of the law A federal 
income taxpayer who deliberately onuts an item of taxable mcome from his return evades 
the law One who devises a trust arrangement overlooked by the framers of the tax law, 
and thereby legally reduces his tax liability, avoids the tax. Whereas the tax evader breaks 
the law, the tax avoider sidesteps it. 
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large share of the responsibility. It has been a long-established 
precept of judicial construction that “In the interpretation of statutes 
levying taxes it is the established rule not to extend their provisions, 
by implication, beyond the clear import of the language used, or to 
enlarge their operations so as to embrace matters not specifically 
pointed out. In case of doubt they are to be construed most strongly 
against the Government, and in favor of the citizen.” ® At times, in 
applying this sound principle, however, the courts have apparently 
taken the attitude that the taxpayer is always right, the taxing agency 
always wrong. They have construed tax statutes with ferocious 
strictness, and have applied the broadest of interpretations to con- 
stitutional limitations upon tax powers. In their anxiety to protect 
the individual’s “liberty” from the “tyranny” of the taxing power, 
they have frequendy ignored clearly expressed legislative intent. 
Fortunately for the development of sound taxation in this country, 
the federal courts and a number of the state courts have in recent 
years experienced a change of heart. To all appearances, current 
judicial construction is along the lines of sustaining legislative intent 
and administrative practice wherever a sound common-sense case 
can be made out in its favor.® Federal tax legislation in particular 
has benefited considerably from this new judicial trend. 

In the last analysis, allowing for favorable court construction, the 
only preventative for tax avoidance is simplicity and uniformity in 
tax statutes, eliminating exceptions and exemptions as much as 
possible. 

Tax evasion 

Tax evasion, breaking tax statute provisions outright, may result 
from legislative shortcoming. No tax law which outrages the sense 
of fiscal propriety can be well enforced. Twists of taxpayers’ psychol- 
ogy assure the easy administration of some taxes^ and create difficul- 
ties in others. Most frequently, however, taxes are evaded because 
the law has not provided proper administrative machinery, or be- 

^ Gould V Gouldf 245 U S. (1917) 151 The above portion of this opinion has been 
dted in federal court dcasions some 150 times, 

«For example, Grcfsoiy Helvmng, 293 U. S (1935) 465. 
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cause the organization and technique of the administrative machine 
are themselves at fault. 

ADMINISTRATIVE PRINCIPLES 

Over a hundred and sixty years ago, Adam Smith set forth four 
so-called “maxims” of sound taxation ^ The first, relating to the dis- 
tribution of tax burdens, was quoted earlier m this volume.® The 
rcmainmg three read as follows: 

II. The tax which each individual is bound to pay ought to be 
certain and not arbitrary. The time of payment, the manner of 
payment, the quantity to be paid, ought all to be clear and plain 
to the contributor and to every other person. 

III. Every tax ought to be levied at the time, or in the manner, 
in which It IS most hkely to be convenient for the contributor to 
pay It. 

IV. Every tax ought to be so contrived as both to take out and 
keep out of the pockets of the people as little as possible, over 
and above what it brings into the public treasury of the state 

These three maxims — often referred to as the maxims of certainty, 
convenience, and economy — ^are as applicable to the American tax 
system today as to the English revenue system of 1776. Indeed, with 
some slight elaboration, they constitute the administrative theory 
of taxation. 

No sane human being is ever expected to be enthusiastic about a 
tax he must pay. But passive acquiescence, and a certam grudging 
cooperation, on the part of most taxpayers is necessary to the effective 
admimstration of any tax. No small corps of ofl&eials, however well- 
iptentioned and well-tramed, could successfully levy and collect a 
tax from a population stubbornly resisting them at every phase of 
their task. Having relieved their feelings by grumblmgs and com- 
plamts, the main body of taxpayers must be willing to list land, 
buildings, and catde, to subtract “the total of items P, D, and Q” 
from “the difference between items X and Y” in calculating net in- 


T Smith, Wealth of Nations ^ Book V, Ch. H, 
* Sec p. 287 of this voiomc, 
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come, to report salaries and wages paid employees The legislator 
and admmistrator cannot ignore public sentiment toward different 
taxes and different ways of collectmg taxes. And to a great extent, 
public sentiment is determmcd by the certainty, convenience, and 
economy with which a tax is levied and collected, and by the 
derivative factors of familiarity and tax consciousness. 

Certainty 

Confused tax law provisions or regulations mspire resentment on 
the part of taxpayers, and contribute to tax avoidance. If there are 
two alternative interpretations of some detail of tax liability, the 
taxpayer will naturally choose the one mvolvmg the lower tax pay- 
ment. Should the administration overlook the pomt, a possible 
avoidance is perpetrated. Or, if the admmistration spots the irregu- 
lanty, the outcome is an embroglio which leaves the taxpayer ag- 
grieved if not embittered 

Simplicity m tax legislation is the first step toward tax certamty. 
Of course, a tax applying to a complex subject, such as net mcome 
or “corporate capital stock employed withm the taxmg state,” can- 
not be covered by the phraseology of a children’s primer. Neverthe- 
less, the substance and language of most tax statutes could be simpli- 
fied considerably witliout impairing the situation of those whose 
complex personal and busmess mterests cannot be taxed justly under 
an elementary law. Typographical tricks — the use of varied types 
in printmg the law, catchwords, head-notes, mdentations, and the 
like — can, without sacrificmg legalistic exactitude, be used to guide 
the taxpayer. And no principle of lawmakmg requires sections and 
clauses of a tax law to be jumbled m haphazard confusion, regardless 
of logic or common sense — a type of statutory organization that for 
some obscure reason holds pecuhar fascmation for state legislators. 

Legislators are not the sole contributors to the taxpayers’ bewilder- 
ment. After Congress enacts a tax statute, the Treasury supplements 
the law with regulations, and amends the regulations with frequent 
“decisions.” The Bureau of Internal Revenue and the General 
Counsel make both published and unpublished ruhngs and mter- 
prctations, and mimeographs attempt to convey to officials the policy 
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and attitude of the administration Judicial interpretation then 
enters. Every federal district court, the Board of Tax Appeals, and 
the Court of Claims, establish the law in those cases over which they 
have ongmal jurisdiction. Circuit Courts of Appeals hand down 
bindmg mterpretations. The Attorney-General’s opmions on tax 
matters are controlling on the administrative authorities, and the 
’Solicitor-General governs the Bureau by determming the cases m 
which to apply for or consent to review, and the cases m which to 
acquiesce in lower court decisions And the Supreme Court has final 
word m the limited class of cases which reach hearmg there. No 
less than thirteen sources, with diverse aims, backgrounds, and 
equipment, contribute to the stream of tax law vexing and confusing 
federal taxpayers Similar complication of mterpretative agencies 
confuses the meanmg of state tax laws 

Upon administrative agencies rests the responsibility to prepare 
simple tax forms and regulations. In recent years the federal Bureau 
of Internal Revenue has taken this responsibility seriously, and the 
forms and regulations for various of its taxes have been markedly 
improved. Some state tax administrations have also sought to re- 
duce taxpayers’ uncertamty by issumg clear, concise mstructions. In 
too many cases, however, state tax forms and regulations are still 
carelessly and vaguely drawn 

Confusion resulting from arbitrary and hairsplitting judicial in- 
terpretations cannot be cured while tax issues remain subject to court 
review. And under a system of constitutional government, this 
means forever. Uncertainty is part of the price paid to protect indi- 
vidual liberues and rights from arbitrary encroachment by govern- 
mental action. 

Familiarity 

In fiscal matters, familiarity breeds not contempt but rasignation 
and understanding Heated though the opposition to a tax may be 
upon the occasion of its first levy, opposition wanes if the tax can 
survive popular distrust for a few years. As taxpayers become 
familiar with the routine of filling m the tax forms, calculations 
which once seemed hopelessly intricaite become simplified through 



310 FISCAL AND ADMINISTRATIVE CONSIDERATIONS 


repetition. A National Tax Association committee on simplifica- 
tion of the federal income tax reported m 1927: 

Once a clear statement of general principles is enacted, it 
should remain unchanged in verbiage. Five or even ten years 
may be necessary for a clear comprehension of a statute to sink 
into the intelligence of a great mass of the taxpayers.® 

Administrative procedure crystallizes mto efficient routine, and 
disputes between taxpayers and the administration decrease in num- 
ber as regulations, rulmgs, and decisions clarify the tax law. Durmg 
the 1920’s It looked as though Internal Revenue officials might be 
swamped under the income tax disputes and back tax cases pilmg up 
on them. But as precedents were established for the pomts m dis- 
pute, they were able to clear away this backlog, and approach a 
current basis of operations. Furthermore, long continuance of a tax 
permits the courts to pass upon the disputed pomts m its construc- 
tion, and as these clear up, the task of administration is eased. 

Admmistrators give much weight to acquiescence as a factor in 
tax laws of long standing. Once a tax is established, they are loath 
to change its base substantially or to substitute another, even though 
the ongmal tax be proved unjust in its distributive application an d 
susceptible of some degree of escape and avoidance. Unsatisfactory 
as the first tax may be in many respects, its general acceptance makes 
it a certam source of revenue. Popular prejudice may rum the sec- 
ond tax, for all that it is superior by every theoretical standard. 
Similarly, administrators faced by the need for additional tax rev- 
enue always prefer an increase in the rates of existing taxes rather 
.than the levy of a new tax. And taxpayers are irked less by a heavier 
tax levied under a familiar system than by a lower, but new, tax re- 
quiring new calculations and new procedure. 

Special effort on the part of the tax administration can, however, 
avert much of this popular prejudice. The alert administrator must 
turn missionary when existing taxes prove insufficient, and some 
new tax is levied. He becomes a sales executive with a new com- 

^National Tax Association, Proceedings of the Twentieth National Conference, 1927. 
p 114. 
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modity to sell and he must advertise its virtues The new tax can 
be publicized through press releases, through special articles and 
question-and-answer columns in trade newspapers, magazines and 
the general press, and through speeches before civic organizations 
and taxpayers’ associations. To gam taxpayers’ goodwill, commit- 
tees should be consulted upon practical details of accounting pro- 
cedure when reporting forms are bemg prepared. Taxpaying groups 
may also be consulted m the formulation of the interpretative regula- 
tions for the tax. And no wise administrator is arbitrary or bureau- 
cratic in the actual administration of a new tax. Where conciliation 
and compromise are warranted, he conciliates and compromises. 
Obstinate insistence on his personal mterpretation of a detail of the 
tax law would arouse taxpayer resentment and mduce avoidance or 
evasion or even resort to litigation costly to both parties. One of the 
leading tax administrators in this country comments that a tax ad- 
mmistrator supervising the imposition of a new tax must be a 
“referee, standing between the state on the one hand and the tax- 
payer on the other, with the sole idea and desire of seeing that both 
get a square deal.” 

Convenience 

Taxpayer convenience and administrative convenience or efficiency 
are not mutually contradictory. Rather, the two are m close har- 
mony. To the extent that the details of a tax law and its regula- 
tions conform with taxpayer convenience, they contribute to 
popular acquiescence in the tax, and ease the problems of its admmis- 
tration. An excellent example of the mutuality of taxpayer and 
admmistrative convenience is the arrangement for “tax anticipation 
notes” made by the federal Treasury in 1941. Taxpayers were en- 
abled to spread the burden of their heavy 1942 income tax liability 
by monthly purchase of these notes bearing 2 per cent interest. The 
Treasury, on its part, received some of its 1942 income tax revenue 
in advance through sale of the notes. 

While most tax statutes are drafted with the convenience of the 
taxpayer in mind, this factor is occasionally overlooked. The 1936 

Letter from the Honorable Mark Graves, of the New York State Tax Commission. 
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undistiibuted profits tax, for example, was deservedly criticized be- 
cause corporations were given no time margin for determinmg divi- 
dend policy after the close of their accountmg year/^ Usually, sub- 
sequent amendments of new tax laws correct these oversights. 
Sometimes, however, legislative indifference results m the persistence 
of a stupid provision Instalment payment of property taxes would 
be a boon to most urban property owners, and would probably elim- 
inate some property tax delinquency None the less, until very 
recently, statutory provision for semiannual or quarterly payment 
was exceptional Annual payment had harmonized well enough 
with the rural economy which existed when the original property 
tax statutes were drawn, and it was continued long after the justifica- 
tion for It had disappeared 

But bureaucratic mdifference of the tax adramistration is the most 
common cause of taxpayers’ inconvenience Scores of thousands of 
rural property tax collectors throughout the country still refuse to 
send out tax bills, and taxpayers must discover the amount of their 
obligation from lists posted at the collectors’ ofiices In the past, 
overcentralization of review procedure, compellmg taxpayers to 
journey to state capitals or to Washington to settle minor disputed 
pomts, was a vicious source of irritation. In 1938, the federal Bureau 
of Internal Revenue decentralized and distributed its review pro- 
cedure among ten regional divisions, each of which operates through 
local offices The district officials’ responsibility in settlmg disputed 
issues was mcreased.^^ Some improvement along these lines has also 
been made in the field of state tax admmistration. 

Economy 

Assessment and collection of any tax involves costs. Office space 
must be provided, equipment and materials must be purchased, offi- 
cials’ and employees’ salanes must be paid. No one can cavil at the 
admonition that, in fairness to the taxpaying public, these adminis- 

i^Scc pp 501-502 of tins volume, 

improvement in tax admmistration resultmg from this action is described in 
Arthur A, Armstrong, “Decentralization of the Bureau of Internal Revenue,” Taxes, 
February 1941, pp. 90-102, 
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trative costs should be held to a practicable minimum. But a low 
admimstrative cost is not per se an indication of a good tax or a 
good administrative agency. The problem of adnoinistrative econ- 
omy IS not that simple. What ratio primary administrative costs bear 
to tax collections depends upon a number of factors — the ta:^es im- 
posed, the efficiency of the admmistration, and the mtensity of ad- 
mmistrative effort. And not to be overlooked are the secondary 
administrative costs — the “compliance costs’’ imposed upon tax- 
payers. 

The costs of administering the various taxes differ widely. A 
specific tax on commodities or legal documents involves a minute 
administration cost if it can be collected by the sale of stamps which 
must be affixed to the articles or documents. Admmistrative costs of 
retail sales taxes, including compliance costs, amount to five to ten 
per cent of collections, about the same ratio as for personal income 
taxes.^^ A personal income tax, requirmg detailed auditing and re- 
view of complicated returns, is expensive to administer. As a gen- 
eral rule, it will cost less to administer a commodity tax whose 
collection can be centered on a few large-scale producers or whole- 
salers, than one collected from a multitude of small dealers or 
consumers. For this reason, the states collect their gasolme taxes 
from the distributing companies rather than the service stations. 
Were the federal government ever to impose a general sales tax, it 
would be more economically levied as a manufacturers’ excise than 
as a retail sales tax. 

Another general rule is that, within limits, the ratio of adminis- 
trative cost of any tax varies inversely with its rate. A one per cent 
retail sales tax and a two per cent retail sales tax involve exactly the 
same number of returns, but the revenue of the latter, while not 
necessarily double, will be much larger. Administrative effort and 
costs will advance somewhat, smee the higher rate will hold out 
more mducements for evasion, but— unless the rate of the tax is 
pushed beyond the optimum point— not pro rata to the increase in 

l*Ndl H, Jacoby, Ret<d Sdcf Taxation (Commerce Clearing House, Chicago, 1938), 
p 352, 
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revenue. And finally, high mmimum exenaptions in personal and 
business taxes reduce the relative costs of administration. A per- 
sonal income tax return submitted for a one or two dollar payment 
costs that much or more to audit, file, and possibly check. And this 
tremendous administrative cost produces no net revenue. If small 
returns are eliminated by an exemption, administrative costs are 
reduced with little or no loss of net revenue, and the ratio of adminis- 
trative costs to the total revenue is lowered. 

The inverse relationship between relative admmistrative costs and 
admmistrative efficiency is an obvious one. Irrespective of other 
factors, an efficient tax administration costs the public less than an 
mefficient one. But a low ratio of costs does not necessarily indicate 
an efficient tax admmistration. A tax office that makes no attempt 
to discover avoidance or check evasion, that contents itself with ac- 
cepting such revenue as is voluntarily paid in, will of course show 
a very low ratio of costs to revenue. Another office that genuinely 
seeks to collect the full amount of taxes payable under the law, that 
seriously audits returns and makes sample checks, that provides the 
review machmery necessitated by its more intensive enforcement of 
the law, will collect much more revenue, but it will have a higher 
ratio of administrative costs. Low tax costs resulting from admm- 
istrative indifference are as much an indication of injury to the tax- 
paying public as high costs resultmg from inefficiency. 

And finally, most taxes impose “compliance” costs on the tax- 
payer. An individual who in the course of the year devotes hours 
to kcepmg tax records and calculating income tax liability is spend- 
mg valuable time without compensation. Large business concerns 
must employ a special clerical staff to handle tax matters, must pay 
lawyers and accountants for tax services, must occasionally engage 
in expensive tax litigation. A 1934 survey of 163 business corpora- 
tions reported an average “compliance” cost of 2.3 per cent of taxes 
paid. On the average, each corporation filed 39 federal and 152 state 
and local primary tax returns, and approximately 1000 information 
reports.^* 


Robert M Haig, TA<r Cost to Business Concerns of Compliance mtk Tux LaWi 
(Amencan Management A^^ociatxon^ New York, 1935). 
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Tax consciousness 

When an individual is taxed in his private capacity, on the income 
he earns, or on the property he owns, he pays out funds which he, 
would otherwise have used for a new suit of clothes, for an exten- 
sion to his house, for a vacation trip, or for some other personal 
gratification. To taxpayers, a personal tax always seems a direct 
deprivation, and it is resented accordmgly. Nor can a taxpayer help 
bemg hyperconscious of the check he writes and mails to the tax 
collector. 

A busmess man, on the contrary, regards his taxes as one of the 
many costs entering into his busmess operations. He does not feel 
it as a special deprivation, any more than he considers his rent, the 
prices he pays for raw materials, and his wage and salary list special 
deprivations. Furthermore, a majority of busmess men have a vague 
notion that any busmess taxes, even net mcome taxes, arc shifted 
eventually to the consuming public. If the government wishes, let 
it lay taxes on them, somehow, they will mcrease their prices, and 
so pass on the tax. So business taxes appear much less obnoxious to 
the concerns that pay them than personal taxes do to individual tax- 
payers. 

Through the mechanism of price increases, as we have already 
seen, commodity taxes generally and many business taxes are shifted 
to consumers. Moreover, this sluftmg of commodity and business 
taxes produces a markedly regressive burden. Economists, editors, 
and occasional politicians have repeatedly informed the masses of 
their exploitation by such mdirect taxes. But because consumers 
do not directly hand dollars and cents to a tax collector, they fail to 
recognize the tax burden imposed upon them. They are not con- 
scious of any tax payment. And so commodity and busmess taxes, 
though generally shifted, invoke little popular opposition. 

From the admmistrative viewpoint, a levy which arouses no “tax 
consciousness” is preferable to one which does. The problem of 
combating evasion is milder for the former than for the latter. 
Nevertheless, administrative considerations are not the only ones 
which enter this issue. As we noted in previous chapters, the per- 
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sonal taxes which arouse “tax consciousness” are in closer conform- 
ity with current ideas of fiscal justice and equalitarian prmciples than 
shiftable taxes on commodities and business. And there is a grow- 
ing school of thought which praises “tax consciousness” per se. Tax- 
payers who are made bitterly aware of a personal tax, it is argued, 
are more likely champions of economical government and enemies 
of public extravagance. At various times considerable favorable sen- 
timent has developed for state poll taxes levied in the form of “m- 
come tax filing fees” and imposed primarily to drive “tax conscious- 
ness” home to every voter’s mmd.^® 

ADMINISTRATIVE ORGANIZATION 

Federal government, state governments, and local governments 
have each developed distinctive tax administrative machmery. How 
and to what extent each has adapted itself to its peculiar problems 
of tax admmistration becomes apparent in a description of the de- 
velopment and present status of each class of administrative organ- 
ization. 

Federal tax organization 

Two independent bureaus of the Treasury Department administer 
federal taxes. Customs duties are collected by the Customs Service. 
The Internal Revenue Bureau collects all other taxes. Of the two 
bureaus, the Customs Service is the older. It came into existence 
when the federal government was organized, and there has since 
been little change m its functions or its organization. 

From 1791 to 1802, and agam from 1813 to 1817, internal revenue 
taxes were levied by the federal government, and their collection 
was entrusted to a “Commissioner of the Revenue.” With the aboli- 
tion of the federal internal revenue system in 1817, this office dis- 
appeared. The true genesis of the present Bureau of Internal Reve- 
nue was the office of “Commissioner of Taxes,” created in 1861 to 
supervise the collection of the direct and income taxes levied during 

See pp 446-447 o£ this volume^ 

The best recent analysis of fedxaral tax administration is in Daniel T. Seiko, The Fed- 
eral Ftnancial System (The Brookings Institution, Washington, 1940), Part IE. 
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the Civil War. One year later the office was renamed “Commis- 
sioner of Internal Revenue,” and was charged with the collection of 
all federal taxes other than the customs duties. The country was dis- 
tricted, and a field force of several thousand assessors, collectors, and 
inspectors was built up. As the federal mternal revenue system was 
reduced to a few excises following 1870, the importance of the In- 
ternal Revenue office tended to decline. 

In 1909, with the enactment of the federal corporation excise, the 
federal Bureau of Internal Revenue entered a new phase of develop- 
ment. A special Corporation Tax Division to handle the new tax 
was organized within the Bureau. In 1913 a Personal Income Tax 
Division was similarly organized to admmister the newly enacted 
federal personal income tax. With the passage of the war revenue 
acts, new units and divisions were organized, and administrative and 
field personnel increased; by June 1920 the latter numbered 20,159- 
Agam the functions and personnel of the federal Bureau of Internal 
Revenue shrank as the war taxes were abolished and departmental 
economy was introduced only to expand again after 1933. 

In 1919 an Advisory Tax Board, to be composed of six members 
appointed by the Commissioner of Internal Revenue, was provided; 
to It the Commissioner might submit problems on the interpretation 
of the federal tax laws as they applied to individual taxpayers. 
Within a few months, this Board was reorganized as a Committee 
on Appeals and Review, and given the status of an independent 
Bureau unit. This Committee proved to be an unsatisfactory hybrid 
which exercised quasi-judicial functions, but whose findings lacked 
judicial finality. In 1924 its functions were transferred to the newly 
created Board of Tax Appeals, which, completely independent of 
the Federal Treasury, was given somewhat the character of an in- 
ferior federal court. This Board has become a valuable link in the 
chain of federal tax procedure, and there is reason to believe that it 
will long continue a feature of the federal system of tax administra- 
tion. Not all controversies between taxpayers and federal tax asses- 
sors go directly before the Board of Tax Appeals. Many issues arc 
settled by a Special Advisory Committee or by the Review Division 
of the Bureau of Internal Revenue itself. 
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State tax organization 

The characteristic organ of state administration is the state tax 
commission. More rudimentary bodies — state boards of review and 
equalization — are found m some states. A few states have achieved 
a further stage of development, and tax administration has been 
made a function of the state department of finance. But in two- 
thuds of the states, tax administration is at present in the hands of 
state tax commissions. 

Prior to the Civil War the general property tax, admmistered by 
local assessors and collectors, was the sole source of revenue in many 
states. Administration of the occasionally levied death taxes or other 
special state taxes was entrusted either to the local property tax offi- 
cials or mcidentally to some state department. State tax administra- 
tion machinery first appeared in the 1850’s when Indiana, Iowa, 
Michigan, New York, and Wisconsin created state boards of equal- 
ization.^^ Within three decades most states had established similar 
boards. Assessment of the operating property of railroads and other 
public service corporations was taken from the local assessors in 
many states and entrusted to the state boards of equalization. So, 
too, administration of special state taxes was increasingly delegated 
to these bodies. 

State boards of equalization with their characteristically large ex 
ofiEcio or elected membership, were too cumbersome for the pro- 
cedure of administration; they were not fitted actually to adminis- 
ter important state taxes. Indiana in 1891, and many states there- 
after, provided a state tax commission to replace the state board of 
equalization. A distinctive feature of these new bodies was their 
small, and usually appointed, membership. To them were en- 
trusted, as a rule, administration of special state taxes, and more or 
less supervisory authority over local tax officials and property tax as- 
sessments. 

Except for Delaware all the states now have some state official or 
body charged with tax administration.^® In two-thirds of the states, 

For consideration o£ the functioii of state equalization, sec p 392 of this volume, 

l®Admmistratton of several important Delaware taxes whose proceeds arc earmarked to 
the state school fund is centralized in a State School Tax Commissioner 



FISCAL AND ADMINISTRATIVE CONSIDERATIONS 319 


tax administrative powers are entirely in the hands of a tax commis- 
sion, a tax commissioner, or some board of finance or revenue. 
Other states have two tax bodies — a board of equalization for prop- 
erty tax matters and a tax commission or equivalent body adminis- 
tering other state taxes. Although five still limit themselves to state 
boards of equalization, in several cases the powers of the boards have 
been so broadened as to make them practically tax commissions. 

The old boards of equalization usually had a large and ex officio 
membership. Sometimes they were composed exclusively of state 
officials, sometimes county assessment officials were given places. 
Tax commissions, in contrast, commonly have three members, 
though that of Nevada has seven. And a good many states con- 
centrate all tax administrative functions under a smgle commis- 
sioner, who IS more likely to be an appomtee of the governor than 
an elected official. Some tax commissioners hold office at the pleas- 
ure of the governor, but a specific term of office — generally four or 
six years — is customary. Arkansas and Wisconsin provide the long- 
est term — eight years. 

Both tax commissions and boards of equalization are required to 
assess the property of pubhc service corporations. In a few states 
they also assess mming property. Not infrequently, the commission 
or board reviews assessments on appeal from local or county assess- 
ment officials. In nearly all of the states it is provided that the state 
board of equalization or, where the board has been supplanted, the 
state tax co mmi ssion or commissioner shall equalize property tax 
assessments between counties. Less frequently the state tax bodies 
have power to equalize between local districts, between classes of 
property, and between individual properties. In almost all states, the 
state tax commission or the state board of equalization has general 
supervisory power over the procedure of property assessment. In a 
majority of the states, these bodies are specifically authorized to 
order or make reassessments when circumstances warrant. Some- 
times they are also empowered to prescribe property tax forms, to 
prescribe maps, and to remove or cause the removal of local tax offi- 
cials. 

Besides their property tax functions, state tax commissions and 
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commissioners are generally charged with admmistermg other state 
taxes — corporation franchise and privilege taxes, personal income 
taxes, inheritance taxes, chain store taxes, and sales taxes. Occa- 
sionally they also administer motor vehicle license taxes, motor fuel 
taxes, bank taxes, insurance company taxes, and other revenue laws. 

Machinery for the admmistrative review of state tax assessments 
and levies is still unsatisfactory in many states. The demarcation be- 
tween the scope of admmistrative review and that of judicial review 
is not always clearly drawn, and frequently issues which should be 
settled across an admmistrative official’s desk are litigated. Rarely, 
too, is the reviewing authority of each grade of admmistrative^official 
clearly defined, and subordinates, fearful of exceeding their hazy 
responsibility, prefer to “pass the buck” to their superiors. When, as 
often happens, a tax commission itself assesses some item for taxa- 
tion, review is possible only if the commission subsequently sits as a 
board of review and passes on its own acts as an assessing agency. 
Some tax commissions seem capable of listening with open mmd to 
appeals from their own assessments, and domg duty in the dual ca- 
pacity of assessor and board of review in a manner to retain the re- 
spect and support of the taxpayers concerned,^® but the arrangement 
IS far from satisfactory. Independent state boards of tax appeals, 
with quasi-judicial status, similar to the federal Board of Tax Ap- 
peals, would appear to be a necessary agency of state tax admmistra- 
tion. 

Local tax organization 

In rural districts, the local assessor and the district or county tax 
collector comprise all the necessary tax machmery. Property assess- 
ment in cities is a more technical matter, and extensive systems of 
urban license taxation often involve additional administrative prob- 
lems of no mean order. Despite its importance, however, attention 
is rarely given to the development of city tax administration. 

Tax administration in most cities was entrusted initially to an 
elected board of tax assessors, and many such boards are still to be 

IS See Harley L Lutz, ’‘Some Esscntiais of Good Tax Administration,” Proceedings of 
the Twenty-d^tnth National Tax Association Conference, 1936, p 324, 
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found. While the law assumes that property is valued by the joint 
action of such a board, in practice each member is frequently re- 
sponsible for the assessment of a particular portion of the city. But 
sufficient clerical assistance is rare, and the assessors spend so much 
of their time on routme clerical work that performance of their ad- 
ministrative duties IS perfunctory. Moreover, elected boards of as- 
sessors all too often fall under the influence of dominant political 
machines and become focal centers of graft and corruption.®” 

In recent years large cities and the more progressive smaller ones 
have departmentalized the procedure of tax assessment. A clerical 
force collects the information on property values, records that in- 
formation, and performs the mechanical calculation of applying 
unit values to taxable sites®’' To more responsible individuals is 
reserved the discretionary function of determinmg unit values. 
Cities with established property tax departments frequently transfer 
to them the function of collecting special revenue charges and license 
taxes. 

Centralization of tax administration 

Of necessity, federal tax administration has always been strongly 
centralized, all authority radiatmg from Washington. At the tune 
of the Civil War, almost every step m state tax administration was 
in the hands of local officials. Since then a trend in the direction of 
centralized state tax administration has been steady, but the tendency 
has not been 'so far fulfilled that the question may be considered 
closed. In fact, centralization of property tax assessment and col- 
lection remams a subject of sharp controversy in many states. 

The movement for centralization of tax administration has a 
double objective — ^to unify the tax admmistration of a particular gov- 
ernmental unit, and to transfer tax functions from local officials to 
state or even federal officials. Federal tax administration has al- 
ways been highly unified. Customs duties are assessed and collected 
by the Customs Service, and all other federal taxes are collected by 

On this point read the fascinating account of tax corruption in Chicago during the 
1920’s m Herbert Siropson, Tax Racket and Tax Reform tn Chicago (Institute for Economic 
Research, Chicago, 1930). 

See p 376 of this volume. 
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the Bureau of Internal Revenue. In view of the dissimilarity be- 
tween taxes administered by the two departments, and the different 
problems involved, a strong case can be made out for the continued 
separation of the two units. 

An astounding lack of administrative unity in tax assessment and 
collection is displayed in a number of states. We may take, as 
an outstanding example, the Illinois system of tax administration, 
summarized m Table 15. The motivating cause of such heteroge- 
neity of administration is to be sought in the development of the tax 
system. Many of these taxes were origmally fees attached to particu- 
lar state offices, and, although they evolved mto taxes, no step has 
been taken to unite their administration with that of other taxes. 
When tax administration thus remains an incidental function of a 
series of state departments whose mam interests and duties lie in 
other directions, the development of a consistent effective technique 
of tax administration is an impossibility. 

Administration of all state taxes, except possibly those of a purely 
regulatory character, should be unified under a tax commission or 
department of finance. Such unification, as has been pomted out 
by a noted admmistrator,^^ has among its advantages, the following: 

(1) Intensive and intelligent application to the work by 
executives 

(2) Wider experience and more practical knowledge of tax 
matters by administrators 

(3) Ability to assign adequate clerical forces for peak-load 
periods 

(4) Increasmg elevation of standards of administration for 
each new tax 

(5) The development of specialists 

(6) Economy in administration by doing a wholesale rather 
than a retail business — ^in other words, quantity production 

(7) The convemence of the taxpayers 

(8) The adoption of a functional distnbuuon of administra- 
tive powers 

City goycrximents which, in addition to their property taxes, levy 

®^Mark Graves, “Administration of State Taxes as Viewed by an Administrator, in 
Annals of the Ammcan Academy^ Vol. 183, January 1936, p 190. 
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Table 15 

STATE TAX ADMINISTRATIVE AGENCIES IN ILLINOIS 


Agency 

Assesses 

Collects 

Tax Cominission 

Railroad properties 



Corporation capital stock 
Supervises local assessment 


Department of Finance 

Sales tax 

same 

Gasoline tax 

same 


Liquor tax 

same 

Secretary of State 

Automobile registration charge ’ 
Corporation organization and 

same 


franchise taxes 

same 


Securities registration tax 

same 


Miscellaneous license taxes 

same 

State Treasurer , . 

Athletic exhibitions tax 

same 



Charter rail- 

1 


road tax 

Department of Agriculture 

Horse race tax 

same 

Insurance Department , 

Domestic insurance company 


1 

Department of Trade and 
Commerce 

tax 

same 

Foreign insurance company tax 

same 

Department of Registration 

Various trade and profession 


and Education 



license taxes 

same 

Commerce Commission , . 

Public utility securities tax 

same 

Auditor of Public Accounts 

Chatter railroad tax 

Building and loan associations 

i 


tax 

same 


Trust companies tax 

same 


Foreign exchange dealers tax 

same 

Department of Conservation 

Game and fish license taxes 

same 

Department of Labor. . . . 

Employment agencies license 



tax 

same 

Aeronautics Commission . , 

Taxes on airports, air schools, 
landing fields 

1 same 
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special license taxes should entrust their administration to the depart- 
ment charged with admmistering the property tax. Scattering the 
admmistration of these charges among departments mainly mter- 
ested m other functions results m indiiferent assessment and collec- 
tion. 

Nowhere has the morbid distrust of governmental bureaucracy 
engendered by America’s colonial experience expressed itself with 
more obstmacy than m the field of tax administration. Since the 
tax power was considered a possible weapon of tyranny, it was felt 
that those who wielded the power should never be trusted far from 
the people’s reach But some taxes simply could not be admmis- 
tered locally. Assessment of public service corporations with their 
complex integrations of property was obviously beyond the power 
and capacity of local tax officials. Similarly, the admmistration of 
an income or a death tax required a technique too intricate to be 
entrusted to a three-dollar-a-day assessor. As special taxes on public 
service and other corporations were enacted, their admmistration 
was given to various state departments. Income and death tax ad- 
ministration was made a state function. Local governments might 
be permitted to share m the revenue from these taxes, but they were 
allowed no share in their admmistration. Some elements of state 
centralization were introduced even in the case of the property tax. 
In states where the property of public service corporations remained 
subject to taxation, the state tax commission or some corresponding 
body was empowered to assess, if not to collect, the tax. In a few 
states, the function of assessing the corporate excess of mercantile 
and manufacturmg corporations was taken from the local assessors. 

The general property tax remains the last stronghold of local tax 
administration. Local assessors, it is argued, know and understand 
their communities better than state officials, and they have the g<x)d- 
will of the people whose property they assess to a greater degree 
than outsiders could ever gain. On the other side it is argued that 
all these advantages of local assessment could be retained by requirmg 
centrally appointed assessors to be residents of their districts. Such 
assessors would be amenable to the disciplme of the central adminis- 
trative body and could be requmed to measure up to its technical 
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standards. Sentiment for fiscal localism dies hard, and complete 
state centralization of property tax assessment has not yet been 
achieved m any state, although there has been some headway m 
makmg tax assessment a county rather than a district function. 

Administrative personnel 

Another unfortunate example of the American mistrust of bureau- 
cratic government is this country’s penchant for elected tax officials. 
The ofi&ce of assessor is generally an elective office Some of the 
higher tax admmistrative officials — members of the county boards 
of review, members of the state boards of equalization, even a few 
tax commissioners — arc also elected. 

Tax admmistrative functions arc ministerial, not executive or leg- 
islative, and there is, consequently, no reason why tax officials should 
be elected. There are many reasons why they should not be elected. 
Election of tax officials generally results m periodic changes of per- 
sonnel, and the officeholder does not have the opportunity to famil- 
iarize himself thoroughly with the complicated technique essential 
to administrative efficency. Furthermore, elected officials, particu- 
larly assessors, are always tempted to subordmate their office to po- 
litical considerations, to curry favor with their constituents by open 
or concealed underassessment. 

All students of the problem agree that the appomted tax official is 
the most effective admmistrator. It is also generally agreed that such 
officials should be appointed for a term long enough to ensure thor- 
ough mastery by the incumbent of the details of administrative tech- 
mque. Dangers inherent m long tenure of bureaucratic offices can 
be guarded against by vestmg power of removal m some higher 
official or body. The possibility of transforming elected tax officials 
into appomted officials is closely associated with the movement for 
centralized tax administration. 

Membership on local and county boards of review is usually an ex 
officio function of such other local offices as mayor, town clerk, 
county clerk, county supervisor, and so forth. As a general rule, ex 
officio functions are not performed with a high degree of efficiency, 
smee the individuals charged with their performance arc likely to 
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view them as incidental to the major functions of their proper offices. 
In the case of local and county review and equalization, however, 
except for the largest cities, the function is exercised for too short a 
period m each year to be attached to an mdependent office. Ex 
officio county and local boards of review and equalization are prob- 
ably the most practicable agencies. 

Subordinate tax administrative personnel should be, and now gen- 
erally is, under the merit system. Unfortunately, there persists a 
tendency to consider tax work a relatively low grade of civil service, 
and salaries for the most part are low. But even in the subordinate 
grades, tax administration requires mdividuals of high caliber. Fed- 
eral and state tax offices succeed in obtaming a supply of able young 
men fresh from law and accountmg schools but, in the absence of sal- 
ary inducements and opportumties for advancement, they have not 
been able to hold them. After a few years of service, durmg which 
these young men obtain valuable experience and establish useful 
contacts, they desert the tax offices for private practice. Turnover 
among the federal and state tax persormel has m the past been un- 
healthily high, with consequent damage to the services in question. 
The federal Bureau of Internal Revenue has taken steps to make its 
employment a career service. State tax bureaus, apparently, are still 
relying on pious hopes rather than tangible rewards to hold their 
personnel. 

ADMINISTRATIVE TECHNIQUE 

Through long experience, certam details of the administrative 
procedure of taxation have been marked as faulty, and others as 
advantageous. An adequate social science, with tested first premises, 
might have arrived a priori at the conclusions which tax admmistra- 
tors have slowly evolved from their day-by-day experiences. Since 
there exists no adequate social science, however, the art of tax ad- 
ministration must look to the empirical discoveries of active tax ad- 
ministrators for guidance. 

Assessment technique 

A business enterprise numbering its clients or customers by the 
thousands must devote keenest thought and care to the development 
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of filing and cataloguing systems through which it can reduce most 
of its relations with clients or customers to an orderly routine. A 
haphazardly run tax office can no more be successful in its opera- 
tions than a carelessly conducted business enterprise. If evasion is not 
to be widespread and if the taxpayers’ money is not to be wasted in 
inefficient tax assessment and collection, a technique of tax adminis- 
tration must be developed. 

The first requisite is a complete and constantly up-to-date record 
of persons and busmess concerns liable for each tax. In the case of 
property taxes, the tax assessor must keep files of all land transfers 
recorded m the county clerk’s office. For income taxes, information 
on salaries paid and on other sources of income must be obtained 
from the individuals and business concerns making disbursements. 
Corporation taxes require the administrator to obtain from the secre- 
tary of state or other official charged with recordmg the organization 
and entrance of corporations information about corporations active 
m the state. Obvious though this procedure may appear, it is neg- 
lected in a surprising number of cases. Every investigation into gen- 
eral property tax assessments imcovers mstances of parcels of land 
carried in the names of former owners for years after they have dis- 
posed of all interest in the properties. Until recent years, public 
opinion has been hypersensitive about the use of private and even 
public records in determining tax liability. And government de- 
partments are markedly adverse to exchanging information neces- 
sary to the efficient performance of each other’s duties. Many state 
and local tax departments today depend upon chance to uncover 
those individuals or busmess concerns liable for some tax who do 
not appear on the lists. 

Assessment technique differs according to whether the tax officials 
or the taxpayer makes the assessment. The one important tax as- 
sessed by tax officials is the general property tax. For a century, the 
methods of assessing personal property have remained largely un- 
changed, and the assessor still has no assurance that all taxable per- 
sonal property is included in his lists or that his valuations are ade- 
quate. The technique of assessmg real property, however, has made 
notable progress in recent years. . Efficient assessment offices, both 
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urban and rural, utilize tax maps on which each parcel of taxable 
property is indicated and key-numbered. Some states arc using air- 
plane surveys to make photographic tax maps of broad sections of 
their territory In some regions, determmation of land values must 
depend to a large extent on the judgment of the individual assessor, 
checked occasionally by prices obtained on land sales. But cities can 
develop more systematic methods of valuation. Unit values for land 
in various sections of the city and even m particular blocks can be 
determined by a study of sales prices, and the mformation embodied 
in land value maps. These block or neighborhood unit values are 
then applied to the individual parcels of land, various formulae 
being employed to adjust the unit values to irregular-shaped lots.^® 
No such systematization of assessment is possible where the tax- 
payer makes the assessment or valuation. Nevertheless, the tax 
ad m mistration is not completely at the taxpayer’s mercy m the case 
of income taxes, death taxes, and business taxes based on gross re- 
ceipts, turnover, and so forth It has two weapons agamst evasion 
m self-assessed taxes — ^information from outside sources and the 
sample check. In some cases the obtaming of information from 
outside sources can be routinized. Newspaper clippmgs can supply 
an alert administrative staff with intimations of evasion by promi- 
nent mdividuals. Cross checks can be made between personal in- 
come, mhcritance, and corporation tax returns. For the income tax, 
employers can be compelled to report salary and wage payments, 
corporations can be compelled to report dividend payments, pub- 
lishers can be compelled to report authors’ royalties, and so forth. 
When assessments are published for gross receipts and stock-m-trade 
taxes, business rivals often report cases of understatement to prevent 
their competitors from obtammg a busmess advantage through tax 
evasion. Written complaints, frequently anonymous, disclose man y 
instances of evasion which might otherwise pass undiscovered. 
Some states have experimented with “tax ferrets” — ^informers paid 
a percentage of the evaded taxes recovered through their mforma- 
tion. While It would seem that only tax evaders could object to 

The technique of properly tax assessment is discussed more fully on pp 376 g of tiwt 
Yolxim6 
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“tax ferrets,” the system has provoked popular outcry wherever 
tried, and the only important example of its use at present is m the 
federal customs duties. 

The best weapon agamst evasion of self-assessed taxes is the sam- 
ple check. A tax administration cannot, of course, minutely inves- 
tigate every one of the tens of thousands of tax returns. Only 7 per 
cent or so of the millions of personal income tax returns submitted 
are carefully exammed by the federal Income Tax Unit. But fear 
of possible detection is almost as effective as the certamty of detec- 
tion in preventing evasion. A small “flying squad” of accountants, 
settlmg for a few weeks m some small town, then in some section 
of a large city, then moving agam to some unknown destination, 
can in the course of a year examine carefully mto the reports of 
several thousand taxpayers. Evasions discovered in this check are 
punished by the maximum penalty, and full publicity is given to 
their discovery and punishment. Thus to be made an example be- 
fore his neighbors may seem disproportionate punishment for the 
evader caught by this procedure, when others escape examination 
and detection. But the tax evader has only his own sharp practices 
to thank, and the publicity given to his case is salutary warnmg to 
prospective evaders. The federal government. New York State, and 
several other mdustrial states, employ the sample check in the ad- 
ministration of some taxes. 

The tax oath 

When a tax is based on a report prepared and submitted by the 
taxpayer, the law customarily requires him to affix an affidavit that 
the report is true m all its details, or at least true to his knowledge. 
In practice, tax officials frequently waive the signing of this affi- 
davit and accept unsworn tax reports Tests made in several states 
indicate, however, that waiver of the tax oath is a costly oversight, 
since it is surprisingly effective m reducing evasion. 

Why should a mumbled sentence and the signmg of a name on 
a dotted line convert a prospective tax evader mto an honest tax- 
payer? Undoubtedly the sacredness of the oath is the determin- 
ing factor in some cases Many a man will lie freely and bare- 
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facedly so long as he is not compelled to make the Deity surety for 
his word. Fear of possible prosecution for perjury may also be in- 
fluential. Cases where a tax evader has sworn falsely to his return 
and has been mdicted, tried, and punished for perjury are rare. 
Nevertheless, many individuals who would chance the civil wrong 
of making a false return with its punishment of monetary penalties 
upon discovery, hesitate to involve themselves in the crimmal wrong 
of taking false oath. 

Tax penalties 

Honest, consistent, and expeditious admmistration, it has been 
found, will secure voluntary observance of tax laws from most tax- 
payers. Among this tractable majority are many taxpayers who 
make mistakes through innocent ignorance or carelessness. They 
should be treated with lenience. Some occasionally succumb to 
venturesome impulses and seek “to put over” a little cheat on the 
tax bureau. And, finally, there are always some “tax outlaws” who 
will willfully evade any and every tax if there is a chance that their , 
evasion will succeed. For these last two classes there must be tax 
penalties, mild for the venturesome, suitably severe for the “out- 
laws.” 

To make tax evasion a criminal act punishable by heavy fine or 
imprisonment is a punishment which generally fails through over- 
severity. On this ground juries persistently refuse to convict a per- 
son indicted for tax evasion, when such conviction would make him 
liable to a jail sentence. Punishment for evasion should take the 
form of a monetary penalty specifically provided by the tax statute 
In the case of license taxes of fixed amount, it is possible to provide 
for a fixed penalty, say of flOO, $500, or $1000. For taxes levied on 
bases such as property, income, or the size of an estate, the penalty 
should be proportioned to the amount of evasion. 
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CHAPTER XIV 


American Taxes 

Tax revenue is the mam support of American governmental 
activity. At times the federal government or particular state or 
local governments may raise more by borrowing than by taxation, 
but most governmental loans must eventually be repaid from funds 
raised principally by taxation. Rather than an independent, com- 
peting source of governmental revenue, borrowmg is, in effect, a 
method of equalizing tax burdens over periods of time or of post- 
ponmg resort to taxation. In some instances, commercial and sov- 
ereign revenues, and charges for special governmental services, dis 
cussed in a later chapter,^ take the place of taxes. Many of them, 
however, are indissolubly attached to particular governmental ac- 
tivities, and funds so derived are not available to finance the major 
group of governmental functions. And compared with tax rev- 
enues, they constitute a very minor item of governmental revenue. 

GENERAL STATISTICAL ANALYSIS 

Governmental expenditures m the United States, as was shown 
in Chapter III, have long been on the increase. Perforce, tax rev- 
enues have had to increase. But the growth of expenditures and 
tax revenues has not been strictly parallel — ^heavy federal borrow- 
ing during World War I, partial repayment of this debt during the 
1920’s, renewed federal borrowing m the 1930’s, and the variations 
of state and local borrowing and debt retirement, mtroduce a vari- 
ant of considerable magnitude between the trends of expenditures 
and of revenues. A long-term interrelationship, however, exists 
between the two. 


1 See Chapter XXIV 
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Growth of American tax revenues 

From 1890 to 1913, American tax collections rose from $875,000,- 
000 to $2,193,000,000, a 150 per cent mcrease. Federal war tax col- 
lections and some expansion of state and local tax systems lifted total 
tax receipts to a peak of approximately $9,200,000,000 in 1920. 
Three years later federal taxes had been reduced by $2,700,000,000, 
state and local taxes had increased $700,000,000, and the total figure 


Table 16 

AMERICAN TAX REVENUES, SELECTED YEARS 1890-1940 


Year 

Amount (in millions) 

Per 

Capita 

”1926’’ 

Dollars^ 

Ratio 
to Na- 
tional 
Income 

Fed- 

eral 

State 

Local 

Total 

In 

“1926’’ 

Dollars^ 

1890 

$ 374 

$ 96 

$ 405 

$ 875 

$ 1,557 

$ 24 70 

72 

1903 

517 

159 

705 

1,381 

2,317 

28 61 

67 

1913 

667 

307 

1,219 

2,193 

3,142 

32 55 

59 

1917 

1,039 

410 

1,713 

3,162 

2,691 

26.34 


1920 

5,735 

636 

2,840 

9,211 

5,779 

55.99 

12 5 

1923 .. . 

3,052 

917 

3,285 

7,254 

7,211 

64 65 

10 2 

1927 . 

3,345 

1,335 

4,367 

9,067 

9,504 

80 41 

11 3 

1930 

3,479 

1,780 

5,018 

10,277 

11,895 

96 64 

13 3 

1933 

1,793 

1,505 

4,210 

7,508 

11,393 

90 73 

17 7 

1936 

3,849 

2,369 

4,310 

10,528 

« 13,030 

101 76 

16 8 

1939 . . 

5,416 

3,571 

4,303 

13,286 

17,232 

131 66 

18 7 

1940 . 

5,569 

3,807 

4,700 

14,144 

17,995 

136 37 

18 6 

1941 

7,673 

• 







^ Calculated by dividing the figure for each year’s expenditures by the corresponding index niunbei 
of the United States Bureau Of Labor Statistics wholesale price index 


Derived from The Conference Board, The Econotntc Almanac for 1941-4$ (the Board, New York, 
IHl), pp. 360-361 

stood at $7,234,000,000. Federal tax receipts during the next seven 
years were held relatively level, while state and local receipts con- 
tinued to mcrease. By 1930, total tax collections had reached a new 
peak — ^$10,277,000,000. Three years of busmess recession carried 
the figure down to $7,500,000,000 for 1933. Since then the move- 
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ment has been steadily and rapidly upward. By 1940, before fed- 
eral defense taxes were registering any effect, total tax collections 
for the country exceeded $14,000,000,000. The effect of the defense 
tax acts of 1940 and 1941 will be to raise the total tax bill of the 
country to around $22,000,000,000 by 1942. 



CHART VH: AMERICAN TAX REVENUES, 1890-1940 


The tax burden 

The “burden”^ of a tax or of a total of tax collections is deter- 
mined partly by the actual amount of tax revenue collected, and 

growing number o£ fiscal writers criticize harshly the term and concept of “tax 
burden^* (sec C Lowell Harxiss, “The Tax Burden and the National Income,” The Tax 
Magazine, January 1938, pp 10-15) It carnes, and frequently is mtended to give, the 
implication that tax collections are dissipated by the governments that receive them, with 
no corresponding return to the community Such implication, of course, is false Part of 
the national income against which tax collections are measured is itself created by govern- 
mental expenditure^ And the public benefits produced by governmental expenditure may 
far exceed the personal deprivations occasioned by tax payments 

But taxes do constitute a forced diversion of purchasmg power and productive effort 
from voluntary personal dctcrmmation Directly or mdirectly they restrict the sphere of 
personal disposal of income. In this limited sense they may be considered a “burden” 
on the individual and business commumty, and it is in this limited sense that the term 
“burden” is used in the discussion above. Our interest is in comparative tax “burdens” in 
different periods of time or as between different countries, rather than m the moderation 
or seventy of the “tax burden” in one particular time and place, . 
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partly by three other factors— changing price levels, increasing 
population, and changing national income. Tax collections rest 
more lightly on taxpayers m a period of high prices, when their 
money is worth less to them than in a period of low prices. Rela- 
tive burden of a given tax collection depends, too, upon the num- 
ber of taxpayers among whom this amount is divided — the larger 
their number, the less their individual payments. And finally, if 
the same amount of tax is collected at two different times from the 
same number of taxpayers, and if each taxpayer’s income is larger 
on the second than on the first occasion, the burden of the second 
levy is lighter, since it absorbs a smaller proportion of each indi- 
vidual’s purchasing power. 

PrKCs havmg risen mildly between 1890 and 1913, the growth 
of American tax collections between these years was not so great, 
when measured by purchasing power, as the bare figures for tax 
receipts would indicate. Durmg the next seven years prices more 
than doubled. Consequently, on a purchasing power basis, the tre- 
mendous tax collections of 1920 represent an increase of only 90 per 
cent over those of 1913, instead of the apparent 320 per cent increase 
mdicated by bare receipt figures. Changmg price level had no sig- 
nificant part in the tax story from 1921 through 1929. But from 
1929 to 1933 prices fell faster than tax collections, so that in the 
latter year, at the depth of depression, American governments were 
actually taking a greater purchasmg power from taxpayers than in 
1929. Rising prices from 1933 to 1940 tended to offset somewhat 
the burden of increasing taxation. 

Population has, of course, increased steadily from 1890 to the 
present. Per capita taxes, therefore, have risen less rapidly than 
collections, stated either in actual or “constant purchasing power” 
dollars. Allowmg for cyclical variations, national income has grown 
even more rapidly than population. By this measure, the burden 
of American taxes after World War I was approximately double 
the pre-War tax burden. And during the recent depression and 
recovery periods, the burden of American taxes has been from a 
third to a half higher than that of the “normal” 1920’s. 

During the 1920’s tax burdens in the United States were consid- 
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erably lower than in most other leadmg countries. The ratio of 
American taxes to national income during the 1920’s varied be- 
tween 10 and 13 per cent, while the ratio for England was 20 to 24 
per cent, that for France 19 to 23 per cent, that for Germany 24 to 
29 per cent, and that for Italy 19 to 20 per cent. During the 1930’s, 
the tax burden in the United States apparently increased more rap- 
idly than that of other leadmg countries. As compared with the 
American tax-to-nationakncome ratio of 21.9 per cent m 1938, the 
1936-1937 ratio for England was 18.2 per cent, the 1938 ratio for 
France was 24.3 per cent, and the 1936-1937 ratio for Germany was 
22.0 per cent.® Subsequently, for all countries, war financing raised 
the ratios tremendously. 

Political distribution of tax collections 

Prior to the defense levies of 1940 and 1941, federal tax collections 
were normally about one-third of the country’s total. But since 
mcome taxes predommated in the federal system, federal collec- 
tions tended to vary more widely than state or local receipts. Thus 
federal tax collections in 1932 were only 22 per cent of the national 
total. Recovery and tax mcreases brought the proportion of federal 
taxes to more than 35 per cent for the second half of the decade. 
Defense taxes already enacted will probably carry the federal ratio 
for 1942 to over 60 per cent. 

In this connection, it is mteresting to note that durmg the 1930’s, 
the United States had a lower ratio of federal to total taxes than any 
other country whose tax collection statistics are available. Only in 
Australia and Switzerland did the central government collect less 
than half of the total taxes. In England the ratio was over four- 
fifths.^ 

The Americcln tax system 

As shown m Tables 17 and 18, through the 1930’s, at least, property 
taxes were the most important smgle item in the American tax sys- 
tem. In 1939 they were still the all-dommatmg element of local 


®Tax Research Foundation, Tax Systems (eighth edition), p 364. 
^Tax Research Foundation, op, p 360 



3?8 


AMERICAN TAXES 


Table 17 


COMBINED AMERICAN TAX COLLECTIONS, 1938-1939 


Type of Tax 

Amount (in millions) 

i 

Per Cent of 
Total Revenue 

Fed- 

eral 

State 

LocaP 

Total 

Fed- 

eral 

State 

and 

Local 

Total 

Customs i 

j 

$319 



$319 

58 


23 

i 

General sales ’ 


$440 

$50 

$490 


59 

11 2 

Liquor^ . 

$588i 

212 


800 

10 7 

26 

58 

Tobacco 

5801 

58 


638 

10 6 

7 

46 

Other sales 

191 

19 


210 

’ 35 

.2 

1 5 

Total sales 

$ 1 , 359 ' 

$729 

$50 

$2,138 

24 8 

94 

15 5 

Gasoline 

$207 

$800 

$ 2 ' 

$1,009 

3 8 

97 

73 

Auto license 


384 

1 

385 


46 

28 

Total highway 

$207 

$1,184 

$3 

$1,394 

3 8 

14 3 

10 1 

Property , . . 

• 

$190 

$ 4,175 

$4,365 


525 

316 

Corporation income 

$1,116 

$140 


$1,256 

20 4 

17 

91 

Corporation franchise 

127 

103 

$ 1 

231 

23 

13 

17 

Utilities 

64 

143 

62 

269 

1 1 

2 5 

20 

Bank and insurance 


103 

1 

‘ 104 


13 

7 

Stock and mortgage 








transfer 

36 

26 

. 

62 

7 

3 

.5 

Miscellaneous licenses 


31 

49 

80 


1 0 

.6 

Other business 


44 


44 

• 

5 

3 

Total business 

$ 1,343 

$589 

$113 

$2,045 

24 5 

86 

14 9 

Payroll . 

$740 

$794 

$7 

$1,541 

135 

96 

11.2 

Personal income. , 

$1,063 

$209 


$1,272 

19 4 

25 

92 

Death and gift i 

$361 

$132 

• 

$493 

66 

16 

. 36 

Miscellaneous* ... J 

$93 

$15 

$110 

$218 

1 6 

1.5 

1.5 

Total taxes . . i 

$5,485j 

$3,843! 

$4,457i 

$13,785 

100.0, 

100.0 

100 0 


* Ix)c^ figures represent yields of various fiscal years 

* Does not include' profits from state-owned liquor stores 


Derived from Tax Research Foundation, 'lax Systems (eighth edition), p 315 
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Table 18 

COMPARATIVE STRUCTURE OF TAX SYSTEMS OF 
VARIOUS COUNTRIES, SECOND HALF OF 1930’S 


Type of Tax 

United States 

Great Britain 

Canada 

1 

National 

State 

and 

Local 

i 

National 

1 

1 

I Local 

1 

1 

National 

1 Pro- 
‘ vincial 
and 
Local 

Customs 

2 3% 

! 

1 

21 6% 


10 9% 


General sales 


3 6% 



19 8 


Excises 

11 4 

10 7 

16 8 


6 0 

7 6% 

Property 


31 6 

j 

18 2% 


34 3 

Business 

15 1 

11 0 




5 2 

Income 

7 7 

1 5 

34 7 


13 3 


Death 

2 6 

1 0 

8 7 

, , 


2 6 

Miscellaneous 

7 

9 

1 1 

1 


3 


Total . . 

39 8% 

60 2% 

81 8%j 

18 2% 

50 3%| 

49 7% 


Type of Tax 

1 

i 

France 

Germany 

Italy 

1 

National 

Local 

National 

Pro- 

vincial 

and 

Local 

iNational 

Local 

Customs 

15 5% 


8 5% 


7 8% 


General sales i 

14 0 

, 

11 4 

3 7% 

7 4 

. 

Excises . , . 

16.5 

5 2% 

13 0 

3 7 

19 5 

3 9% 

Property. 

. 

14 6 

2 3 

15 5 

3 0 

9 

Business . . 

7 3 

1 

3 7 

7 0 

11 4 


Income 

21 9 


17 1 

13 1 

19 0 

.6 

Death 


. , 

5 


5v2 


Miscellaneous . 


4 9 

.5 

1 

20v3 

9 

Total . , 

75 2% 

24 8% 

57.1% 

42 9%' 

93 7% 

6 3% 


Derived from Tax Research Foundation, Tux Sysltm (eighth edition), p 360 
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jfinance They produced over 50 per cent of combined state and 
local tax revenue, and slightly over 30 per cent of combined federal, 
state, and local tax receipts. In European countries where property 
taxes were imposed durmg the 1930’s, the ratio was commonly be- 
tween 10 and 20 per cent; many countries did not levy such taxes at 
all. 

Sales taxes and commodity and service excises, which ranked next 
to property taxes in the American tax system in 1938-1939, yielded 
over 15 per cent of the total revenue. Of the $2,100,000,000 produced 



CHART Vin SOURCES OF AMERICAN TAX REVENUE, 1938-1939 

by these taxes, $1,440,000,000 came from liquor and tobacco taxes. 
If gasolme taxes and motor vehicle licenses are included in the classi- 
fication, this group of consumption taxes accounted for one quarter 
of the country’s tax revenue. With the exception of Great Britain, 
other countries placed even more dependence on these consumption 
levies than did the United States. 

Busmess taxes accounted for another 15 per cent of Am erican tax 
revenue. The major item in this classification was the billion dollar 
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federal corporation income tax. No other important country ha^ 
developed this field of taxation as extensively as has the United 
States. Payroll taxes to finance social security expenditures have re- 
cently become a major element in the American tax system. The 
$1,500,000,000 collected from this source in 1938-1939 was nearly 
one-quarter more tlian the yield of the combmed federal and state 
personal income taxes. In general, during the 1930’s, the personal 
income tax played a far smaller role in the American tax system than 
m the system of any other great nation. 

The “defense” levies imposed by the federal revenue acts of 1940 
and 1941 will change this picture considerably. The substantial m- 
crease over 1940 federal corporation tax payments which the excess 
profits tax and the increase in the corporation income tax rates are 
expected to produce will enhance considerably the proportion of 
revenue derived from business taxation. The personal income tax 
and, to a lesser extent, the commodity tax group, wdl occupy a more 
important position as a consequence of the new federal defense taxes 
Property tax receipts will probably not decline, but their proportion 
of the country’s total tax revenue will fall considerably during the 
next few years. 

DEVELOPMENT OF THE FEDERAL TAX SYSTEM 

The tax history of the federal government falls mto three broad 
periods — from 1790 to 1860, from 1860 to 1910, and from 1910 to 
the present. Emergency taxes levied durmg the Civd War, the 
Spanish War, and World War I were temporary phenomena, 
dropped as soon as the pressure for war revenues was past. 

Pre-Civil War period 

Prior to the Civil War, the federal government depended pri- 
marily on customs duties for its tax revenue. Minor excises and an 
apportioned “direct tax” levied durmg the 1790’s were abolished 
in Jefferson’s first administration. A new series of excises and an- 
other “direct tax” were imposed in 1813 to provide war revenues 
and were continued for only four years. In but one year before the 
Civil War — 1815 — did internal revenue exceed 50 per cent of the 
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customs yield, and for the period as a whole the ratio of internal to 
customs revenue was mfinitesimal. 

Civil War and postwar period 

Before the close of the Civil War, the federal government was 
exploitmg every source of tax revenue that the mgenuity of Con- 
gress and the Treasury officials could devise. A direct tax was levied 
on real property and apportioned among the loyal states in 1861, 

M1LUON5 OF 


DOLLARS 



CHART IX SOURCES OF FEDERAL REVENUE, 1791-1860 


but it proved meffective and was soon mdefinitely suspended. Re- 
sort was had to a personal income tax, to an inheritance tax, to an 
excise on spirituous and fermented hquors, to a bank tax, to gross 
receipts taxes on railroads, insurance companies, and other corpora- 
tions, to a general sales tax on manufactured articles and products, 
to stamp taxes on articles and documents, and to license and special 
taxes on particular occupations. With this hodgepodge of imposi- 
tions, federal internal revenue collections exceeded customs duties 
in the fiscal year 186‘1 — ^for the first time m the history of federal 
taxation. 

Repeal of the “war taxes” was begun in 1866, and continued 
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through the next six years. Only a bank tax, a tobacco excise, and 
a liquor excise remained after 1872. Federal internal revenue 
declined from the peak of $311,000,000 in 1866 to little more than 
$100,000,000 in 1873. Customs duties agam became the main source 
of federal revenue. 

1873-1909 

Throughout the late 1870’s and the 1880’ s, considerable difficulty 
was experienced in balancing federal expenditures and revenues — 
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receipts from existing taxes persistently exceeded expenditures. 
Congress refused to lower the customs duties, since “protection” 
would thereby be sacrificed. Internal revenues were cut mstcad. 
The federal bank tax was abolished in 1883, and tobacco and liquor 
excise rates were cut several times. 

Depression solved the problem of the federal surplus in the 1890’s, 
and when in 1894 the Demoaats cut the tariff schedule, they sought 
to replace the lost revenue by a combined personal income and in- 
heritance tax. But the Supreme Court construed this levy as a 
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“direct tax” and therefore invalid, since it was not apportioned 
among the states according to population ® Stamp taxes, special 
occupation taxes, special sales taxes, and an inheritance tax were 
enacted m 1898 to provide revenues for the Spanish War. By 1902, 
the need for them having passed, all had been repealed. Once 
agam the federal internal revenue system was reduced to the to- 
bacco and liquor excises, and customs duties furnished the greatei 
part of federal revenue. 

MILUONS OF 
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CHART XI. SOURCES OF FEDERAL REVENUE, 1873-1916 

Since 1909 

A new fiscal era for the federal government was ushered in by 
the enactment of the Corporation Excise of 1909 — a one per cent 
income tax on corporations. For the' first time, with the exception 
of the mvalid income and mheritance tax of 1894, the federal gov- 
ernment was levymg a noncommodity tax in peace times. Other 
noncommodity taxes followed in rapid succession. Ratification of 
the Sixteenth Amendment permitted the levy of a personal income 
tax in 1913. An estate tax was imposed in 1916. 

All existmg rates were increased and many new taxes were levied 
when the United States entered World War I. Among the new 
taxes were an excess profits tax and a war profits tax to supplement 

'^Polloc\ V Farmers Loan & Trtfst Co„ 157 U S (1895) 429, 158 U S (1895) 601 
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the corporation income tax, a tax on all forms of transportation, a 
tax on msurance companies, a multitude of special commodity and 
production taxes includmg excises on the sale of automobiles, mu- 
sical mstruments, jewelry, sportmg goods, cameras and movmg pic- 
ture films, cosmetics, toilet articles, medicines, chewing gum, theater 
admissions and club dues, and a series of stamp taxes. It is signifi- 
cant that in 1919 customs duties provided only 4.6 per cent and 
liquor and tobacco excises only 17.1 per cent of federal tax revenue; 



64.5 per cent was derived from the combined personal income, cor- 
poration income, and excess profits tax. 

During the 1920’s the excess profits tax, the transportation tax, 
the insurance tax, and the special excises on commodities' and oc- 
cupations were abolished. Except for a small fraction, the excise 
on spirituous liquors was, of course, lost with the advent of Prohi- 
bition. The income tax on persons and corporations and the estate 
tax, levied before the United States entered the War, were retained 
at lowered rates. Some war stamp taxes, the customs duties, and 
the tobacco excise were also continued as sources of federal revenue. 
Jn 1930 the corporation income tax accounted for 34.8 per cent, the 



AMERICAN TAXES 


347 


personal income tax for 31.6 per cent, customs duties for 16.2 per 
cent, and the tobacco excise for 12.5 per cent of the federal tax 
revenue. 

Depression and recovery changed the setup of the federal revenue 
system. All tax revenues fell off between 1930 and 1933, but none so 
markedly as the highly elastic income tax. In 1930 this tax pro- 
duced over 12,400,000,000, m 1933 only $750,000,000. In the former 
year it had contributed 65 per cent of the federal tax revenues; in 
the latter year the proportion was only 40 per cent. Business re- 
covery, higher rates for existing taxes, and several new taxes restored 
federal tax revenues by 1935 to the predepression level, and subse- 
quently carried, them well above the 1930 peak, though they never 
remotely achieved a balance with expenditures during these years. 
Personal exemptions of the personal income tax were lowered in 
1932; and the surtax rate schedule was substantially increased in 
1932, 1934, and 1935. Corporation tax burdens were increased in 
one way or another in almost every year of the decade — the corpo- 
ration income tax rate was increased in 1932; a combined capital 
stock and excess profits tax was imposed in 1933; all of the corpo- 
ration tax rates were raised in 1935; an undistributed profits tax was 
imposed in 1936, reduced in 1938, and abolished in 1939, but with 
an mcrease of corporation income tax rates on each occasion. Estate 
tax rates were increased in 1932, 1934 and 1935, making this tax for 
the first time a major revenue producer for the federal government. 
Most important of the new taxes, from a fiscal point of view, were 
the liquor excises imposed in 1934 after the repeal of the Eighteenth 
Amendment, the cent-a-gallon gasoline tax levied in 1932, the short- 
lived AAA processing taxes enacted m 1933 and outlawed by the 
Supreme Court in 1936, and the social security payroll taxes pro- 
vided by the Social Security Act of 1935. The yields of the gasolme 
tax, liquor excises, and payroll tax expanded steadily, and by 1940 
accounted for ovei* 30 per cent of the federal tax revenue. 

Except for the addition of the excess profits tax to the group of 
corporation taxes, the “defehse” revenue acts of 1940 and 1941 did 
not change the general character of the federal tax system. The 
additional revenue needed for armament was derived mainly from 
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Table 20 


FEDERAL INTERNAL REVENUE RECEIPTS, 
SELECTED FISCAL YEARS 1930-1940 


Tax or Tax Group 

1930 

1932 

1934 

1936 

1938 

1940 

Amount (tn millions) 

Individual income 

$1,147 

$ 427 

$ 470 

$ 675 

$1,286 

$ 982 

Corporation 

1,263 

630 

481 

849 

1,476 

1,272 

Estate and gift 

65 

47 

113 

379 

417 

360 

Liquor 

13 

9 

259 

505 

568 

624 

Tobacco products 

450 

399 

425 

501 

568 

609 

Gasoline and auto 

2 


299 

299 

325 

377 

Agricultural aid and other 







control 



371 

102 

68 

104 

Social security 


. 

. 

a 

743 

834 

Other 

100 

46 

254 

211 

207 

184 

Total 

$3,040 

$1,557 

$2,672 

$3,520 

'$5,659 

$5,346 


Pmentagi of Total Tax Revenue, Including Customs 


Individual income 

31 6 

226 

15 7 

17 3 

21 4 

17 2 

Corporation 

34 8 

33 4 

16 1 

217 

24 5 

22.3 

Estate and gift 

1 8 

25 

38 

97 

6 9 

64 

Liquor 

Tobacco products 

4 

5 

87 

12 9 

94 

10 9 

12 4 

21 2 

14 2 

12 8 

94 

10 7 

Gasoline and auto 
Agricultural aid and other 

.1 


10 0 

77 

54 

67 

control 


, , 

12 4 

26 

1.1 

1 8 

Social security 




a 

12.3 

14 6 

Other 

28 

2.4 

85 

5 4 

34 

33 

Total 

83 8 

82 6 

89 4 

90 1 

94 0 

1 93.8 


a. Less than $500,000 


Derived from United States Secretary of the Treasury, Anmuil Rtiiaris 


increases in the rates of the existing taxes. Personal exemptions in 
the personal income tax were again lowered, and the rates were 
substantially sharpened. Besides the superimposition of the excess 
profits tax, all corporation tax rates were increased. Rates of the 
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estate and gift taxes, the liquor taxes, the tobacco taxes, the gasoline 
taxes, and various qther excises were increased Some new excises 
were levied, but the broadenmg of the field of federal commodity 
and service taxation was slight. Popular and expert opinion rec- 
ommended heavy regulatory excises to discourage purchases of auto- 
mobiles, refrigerators, rubber goods, and other items whose produc- 
tion for civilian use competed with defense demands,, but Congress 
exhibited only lukewarm mterest in the idea New taxes were im- 
posed or pre-existing rates on these products were raised, but in no 
case- was the added tax burden substantial enough to exercise any 
controlling influence over purchasing demand. 

DEVELOPMENT OF STATE TAX SYSTEMS 

For the American colonies under English rule, land and poll 
taxes, liquor excises, and customs and tonnage duties were the pri- 
mary sources of revenue. When they became states in the federal 
union, they were forbidden by the federal Constitution to levy cus- 
toms or tonnage duties. The land tax, expanded mto the general 
property tax, became their basic fiscal support. During the nme- 
teenth century, some states tapped other sources of tax revenue — 
special bank taxes, insurance company taxes, railroad taxes, general 
corporation taxes; and inheritance taxes — but nowhere did these 
supplementary levies produce more than a small fraction of total 
state income. 

More and more, however, toward the close of the century, the 
states came to- rely on levies other than the general property tax 
In the twentieth century this tendency accelerated. Corporation 
taxes became increasingly prominent durmg the first two decades, 
and motor vehicle license taxes and gasoline taxes moved to the fore 
after 1920. Property tax.es still produced one-third of the state rev- 
enues in 1925, but by 1930 the proportion was under one--fifth, and 
by 1940 it was down to one-sixteenth. By that time, thirteen states 
had relinquished altogether the property tax as a source of state 
revenue. In occasional states, however, property taxes remained an 
important element of state revenue; in Arizona and Nevada they 
constituted one-fourth of the state governments’ tax receipts, and 
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SOURCES OF STATE TAX REVENUE, SELECTED YEARS 1915-1940 
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in Maine, Nebraska, and Utah the proportion was only slightly 
lower. 

The two taxes that now share top honors in the state revenue 
systems are the gasolme tax and the payroll tax. Each of these 
taxes produced slightly under $850,000,000 m 1940, and between 

Table 22 

PERCENTAGE DISTRIBUTION OF SOURCES OF STATE TAX 
REVENUE IN PARTICULAR STATES, 1939 


(Payroll Taxes Excluded) 
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1 7 

25 4 

Franchise 


3.4 
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1.1 
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1 2 
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1 6 
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2 5 
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2 0 
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1 9 
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Denved from Tax Tdicy^ Vol VII, No 8, June 1940, pp. 2, 3. 


them accounted for over two-fifths of the states’ tax revenues. Pay- 
roll and gasolme taxes are imposed in every state. Two other state 
taxes that have assumed importance in recent years are the general 
sales tax, levied either as a retail sales tax or as a general excise, and 
the liquor taxes imposed as license charges on producers and dealers 
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and as excises on liquor sales The twenty-three states employing 
general sales taxes in 1940 obtained nearly $500,000,000 from this 
source. Liquor taxes yielded over $250,000,000. Motor vehicle 
license charges, their yield slowly but steadily rising, now produce 
close to $400,000,000 annually. 

Although thirty-six states levy personal income taxes, or corpo- 
ration income taxes, or both, the yield of these taxes is far below 
that of state gasoline taxes, payroll taxes, automobile license charges, 
or general sales taxes. Through the later 1930’s, state income taxes 
yielded around $350,000,000 annually, between 8 and 10 per cent of 
the states’ tax revenue. Inheritance and estate taxes, though im- 
posed by all states but one, constitute only a mmor element of the 
state tax system. 


LOCAL TAX REVENUES 

Property taxes have always been the all-important source of local 
revenue. Of the $4,457,000,000 of local tax collections reported for 
1938-1939, $4,175,000,000 was derived from property taxes. In some 
states the yield of certain state-collected taxes — motor vehicle license 
and fuel taxes, personal mcome taxes, inheritance taxes, corporation 
taxes, sales taxes, and others — is divided between the state and the 
local governments.® But these “shared” taxes, although they con- 
stitute a substantial item of local revenue in some states — ^New York 
local governments received $63,600,000 from shared taxes in the 
1940 fiscal year — are relatively unimportant for the country as a 
whole, when compared with local property tax receipts. Most cities 
and some counties derive some revenue from local licenses and per- 
mits; foremost are the recently restored liquor license taxes. And 
a very few local governments obtam income from special gasolme 
taxes, automobile license charges, chain store taxes, and sales taxes. 

SOCIAL AND ECONOMIC DISTRIBUTION OF 
, TAX BURDENS 

Many are the generalizations made about the social and economic 
incidence of the American tax system. Spokesmen for the richer 


® Sec pp 727 fit of this volume. 
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classes say it confiscates their wealth and income. Champions of 
the masses frequently assert that the American tax system as a whole 
IS regressive and rests disproportionately upon the poor. Home- 
owners, farmers, business — each group complains of overtaxation in 
comparison to others. 

Statistical evidence upon these issues is meager and the discussions 
of the tax burden by mcome classes, the farm tax burden, and the 
business tax burden which follow, are presented as suggestive, not 
as conclusive. 

Tax burdens by income classes 

In 1937 the Twentieth Century Fund presented a calculation of 
the American tax burden by mcome classes and economic group- 
ings. The analysis was made on the basis of a hypothetical income 
statement, an expenditure budget, and a property ownership esti- 
mate for each individual. Personal tax payments were calculated 
accordmg to the rate schedules of the federal, state, and local taxes 
m force in 1936. Business and commodity tax burdens were appor- 
tioned according to accepted theories of tax mcidence. The results 
are embodied in Tables 23 and 24. 

Quite apparently, relative tax burdens during the 1930’s differed 
from state to state,, accordmg to the wealth and income of the resi- 
dents in the various states, and accordmg to differences in state and 
local tax systems. Contrary to popular opinion, farmers bore a 
lower tax burden than urban wage- and salary-earners. Retailers 
and other petty busmess men m some states evidently carried a 
somewhat heavier tax burden than salaried workers with corre- 
sponding incomes. 

The American tax system apparently burdens small incomes re- 
gressively. According to calculations made upon the basis of the 
more generally accepted theories of shiftmg’and incidence, the tax 
burdens of New York and Illmois residents became lighter as in- 
comes increased, until the |1500-$2000 level was reached. This tend- 
ency must be attributed to the state and local taxes, since the burden 
of federal taxes during the 1930’s seemed to be a proportional four 
per cent on all incomes up to |3000, The states and local govern- 



Table 23 

TAX BURDENS ON INDIVIDUALS, BY ECONOMIC GROUPS AND INCOME CLASSES, 1936 
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ments, as wc have previously seen, depend to a considerable extent 
upon property taxes, sales taxes, and forms of busmess taxation that 
are shifted, sometimes wholly and sometimes partly, through higher 
prices into consumption expenditure; since such expenditure ab- 
sorbs a major fraction of the mcomes of the poor, these “concealed” 
tax burdens bear heavily upon them. Incomes above the $3000 level 
felt the impact of the progressive federal personal income tax and 
of the non-shiftable business taxes which burden mvestment income. 
For mcomes over $5000, the major tax burden was that imposed by 


Table 24 

PERCENTAGE THAT TAXES WERE OF INCOME IN NEW YORK 
AND ILLINOIS, BY INCOME CLASSES, 1936i 


Median 

Income 

Received^ 

New York 

Illinois 

I 

II-III 

IV 

I 

II 

III 

IV 

Total 

Federal 

State- 

local 

$ 500 

15 

16 

4 

11 

21 

14 

14 

16 

17 

1,000 

16 

14 

4 

10 

17 

17 

14 

14 

16 

1,500 

16 

14 

4 

10 

15 

17 

13 

13 

15 

2,000 

16 

13 

4 

9 

16 

17 

13 

13 

15 

2,800 

19 

13 

4 

9 

16 ■ 

17 

16 

15 

18 

5,000 

22 

20 

TO 

10 

23 

21 

31 

26 

33 

10,000 

24 

24 

^4 

10 

28 

25 

28 

32 

28 

20,000 

37 

38 

2g 

9 

40 

32 

31 

37 

33 

37,000 

39 

42 

34 

8 

44 

35 

34 

38 

36 

65,000 

43 

47 

3S 

9 

47 

40 

38 

42 

41 

200,000 

68 

58 

48 

10 

60 

58 

60 

67 

53 

600,000 

76 

76 

68 

8 

77 

79 

80 

75 

68 

1,000,000 

111 

115 

104 

II 

118 

103 

106 

117 

108 


„ -5 rsat -’ot.'' = had to be made about the shifUng and incidence of the taxes involved Since 
tnc < i*- c ‘ ^'1 « 1 of the inadence theories, it seemed advisable to work out four independent 

clK ^ 'j.i-(‘ I » niany*different shifting and madence assumptions, these are indicated m the 

table by the Roman numerals It will be noted that while there is vanatioa in the particular percentages 
arrived at on the hasis of these different shifting and incidence assumptions, they all present the same 
general picture 

3 Since “income received” does not include income which would have been received had not business 
taxes absorbed it before it reached the business owners, it is possible for taxes on large incomes to 
exceed income actually received 


Based on calculations from figures in Robert B Pettengill, “Tax Burden Among Income Groups ’* 
American Uconomic Review, March 1940, pp 60-/1, vhich in turn are based on figuret fiom Twentieth 
Century Fund* Facing the Tax Problem INew York, 19^7), pp 230-232 
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federal levies, and this burden mounted progressively through the 
higher ranges of mcome. 

Farm tax burden 

During the 1920’s the federal Department of Agriculture, the 
state agricultural experiment stations, and other agencies issued sta- 
tistics purportmg to show that the farmers were bearing a dispro- 
portionately heavy tax burden. “Farm profits” were calculated by 
subtracting a wage allowance for the labor of the farmer and his 
family, and farm taxes were calculated m relation to this “farm 
profit.” According to this calculation, farm taxes absorbed be- 
tween 30 and 40 per cent of farm profits, a ratio apparently mdi- 
cating a crushmg tax burden ^ 

But if “farm tax burdens” and the tax burdens on other economic 
groups are to be compared, the earnings attributed to the farmer 
for his and his family’s labor should be counted as much a part of 
“farm mcome” as his “profit” or “mvestment” earnings. A calcu- 
lation of the ratio of farm taxes to the net mcome of operator- 
owned farms from 1923 to 1935 shows a low of 6.5 per cent m 1925, 
a high of 20.3 per cent in 1932, and another low of 6.3 per cent in 
1935 — ^which gives a very different impression of farm tax burden 
from that derived from the “farm profits” calculation. 

Neither the “farm profits” nor the “farm mcome” calculations of 
farm tax burden, however, take tax shifting into account. Some 
part of the taxes paid directly by farmers is unquestionably shifted 
into the prices of farm products. And farmers as consumers, like 
all other population groups, bear a hidden burden of taxes shifted 
to them through the prices of their purchases. When tax shifting 
is taken mto account, we come to the^ situation disclosed by the 
Twentieth Century Fund calculations — measured by income, the 
farmers’ tax burden is considerably lighter than that borne by other 
economic groups. 

To estimate that a farmer with a $10,000 farm and a $2,000 income 
pays out less than ten per cent of that income in taxes, however, is 
somewhat ironical if the farmer is not earning $2,000, or even $1,000, 

^ The first edition of this work presented this “offiaal” interpretation ' 
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or even $500. And this was the situation of millions of farmers in 
various sections of the country during the 1920’s and early 1930’s. 
After the wages of the hired help, and the interest on mortgages 
incurred durmg the false prosperity of the war period, and county, 
school, and special district taxes had been paid, what remained 
from the sale of a season’s crops provided bare subsistence for the 
farmers’ families— or even less, and the farmers sank still further 
into debt. Under such circumstances, any tax payments were cer- 
tain to be felt as a crushing burden. And property tax rates, and 
hence farm tax payments, were slowly but inexorably rising during 
this period. 

Fundamentally, this is not a problem of Public Finance, but of 
Agricultural Economics. When means were found of restoring a 
measure of prosperity to the depressed farm areas, the tax payments 
previously considered such a crushing burden became quite bear- 
able. It IS significant that durmg the farm “recovery” of the second 
half of the 1930’s, complaints about the “burden” of farm taxes 
diminished, although rural property tax rates declmed little. 

Whether or not the argument that farmers have been carrying 
an undue tax burden is sound, it played an important part in state 
and local tax developments for the twenty years after 1920. The 
revenue pressure of rural local governments on the general property 
tax — ^the main element in the farmers’ tax burden — ^was relieved by 
shifting such locally exercised functions as education, road con- 
struction and mamtenance, and social welfare, to state governments 
which could obtain revenue from other sources. Farm taxes were 
further eased by the expansion of state aid and the distribution, of 
a share of various state-collected taxes to the local governments. 

Business tax burden 

Federal, state, and local taxes paid by incorporated business enter- 
prises from 1922 through 1929 averaged, according to the federal 
Bureau of Internal Revenue, $3,400,000,000 annually. Even in the 
depression year 1932, taxes paid by corporations amounted to 
$2,400,000,000. The latest calculation that can be made shows that 
tax payments by corporations for 1937 totaled nearly $5,000,000,000, 
If we add one-third to these figures .to cover tax payments by un* 
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incorporated concerns — very conservative estimate — business en- 
terprises are shown as paying one-half or more of the country’s 
taxes. Durmg the prosperous 1920’s taxes paid by corporations 
equaled one-third of their net mcome before deduction of taxes. 
Business taxes were collected during 1931, 1932, and 1933 although 
busmess was sustaming net losses. For the late 1930’s, the propor- 
tion of taxes paid by corporations to their net income before taxes 
was between 40 and 45 per cent. 

Can we assume, as do many opponents of busmess taxation, that 
these Bureau of Internal Revenue figures mdicate the burden of 
business taxes, that owners’ and stockholders’ income is reduced 
accordmgly? No. Busmess enterprises pay many taxes they do 
not bear. Business enterprises shift to the consumers of then com- 
modities and services a considerable proportion of the taxes they 
pay. Because of these shifted busmess taxes, gross earnings and 
hence “net earnmgs before deduction of taxes” are higher than if 
the taxes had not been levied. The ratio of busmess taxes to busi- 
ness mcome is a meanmgless statistical calculation, useful for pur- 
poses of propaganda but not for fiscal knowledge. In the absence 
of detailed studies on the shifting of specific taxes paid by busmess 
enterprise, we have no measures of busmess tax burden. 

State manufacturers and trade associations, fighting to reduce the 
tax burden on their members, frequently assert that busmess is being 
“driven out” of their state by high taxes. Such dispassionate studies 
as have been made on this issue mdicate that there is no inverse cor- 
relation between a state’s tax burden on business and its business 
development.® And analysis of the determmants of mdustrial loca- 
tion has established taxation as a factor of inconsiderable influence. 
Conceivably, if busmess tax burdens as between two states became 
widely divergent, some migration of marginally mobile firms from 
the higher-taxing to the lower-taxing state might occur. But the 
divergence would have to be far greater than the present differences 
between state busmess tax burdens to exercise any appreciable effect 
on business location. 

* See Merlin H Hunter, “Effects of Taxation on the localization of Industry/’ Proceed- 
tngs of the Thirteenth National Tax Assbeiatton Conference, 1937, pp 179-136, sec also 
George A Sterner, The Tax System and Industrial Development (University of Illinois, 
Bureau of BusiUcss Rescarcli, Business Research Bulletin No. 57, Urbana, 19381. 
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Property Taxes 

Taxes on property, as previously indicated, arc the major source 
of revenue for local governments, and are still an important source 
for some state governments. General property levies, and various 
special property taxes, produced approximately half of the tax rev- 
enues enjoyed by these governmental units during the past ten years 
Our study of American taxes fittingly opens with an analysis of the 
property tax, the most important of our taxes. 

HISTORY 

Property taxation attained its fullest development in the United 
States — to the point where the so-called “general property tax” is 
sometimes considered a purely American form of taxation. As a 
matter of fact, the history of property taxation is a long one; ex- 
amples of its levy are found in the ancient and medieval European 
civilizations. 

In Roman times, property was occasionally taxed under the tn- 
buium civium. At first applied only to land and fixtures, this tax 
was subsequently broadened to include ships, carriages, furniture, 
clothing, and other forms of tangible personalty. Property taxes 
were the basic tax revenue source for the medieval English, Ger- 
man, French, and Flemish towns. Durmg the twelfth century, 
such taxes were levied throughout most of Europe to aid the Cru- 
saders. Later they found an established place in the fiscal systems 
of the states which crystallized out of the Medieval Era. In France 
and other countries, the general property tax was badly weakened 
by broad exemptions to the nobility and clergy. Everywhere, also, 

the growing bulk of personal property evaded the tax. In the 
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course of the nineteenth century, European general property taxes 
shrank definitely to real property taxes, m which form they still 
have a place in the tax systems of the present European countries. 

Early American property taxes 

Land taxes appeared intermittently in the tax systems of the 
American colonies. In New England, poll taxes and “faculty” 
levies on artisans’ earnmgs were generally more important than 
land taxes. Customs duties and internal excises produced the bulk 
of the revenue m the southern and middle colonies. 

During the 1790’s and 1800’s, the local governments and the 
newer states of the west had increasing resort to land taxes Unlike 
modern property taxes, these early land taxes were not levied as a 
permillage on land values but as specific rates per acre on different 
types of land. For the older states they remained at most a supple 
mentary source of revenue until after the War of 1812. From 1815 
on, the state and local governments not only placed greater fiscal 
dependence upon the land tax, but expanded it into a “general 
property tax.” One category after another of heretofore nontaxable 
personalty was brought upon the lists. Eventually, m state after 
state, general taxation of all properties replaced the growing lists of 
taxable specified properties. Furthermore, m contrast to the early 
specific personal property taxes which had provided varying rates 
for different classes of property, the new “general property tax” em- 
bodied the prmciples of uniformity of tax rate and universality of 
application. The Illinois constitution of 1818, the Maine constitu- 
tion of 1819, and the Missouri constitution of 1830 required personal 
and real property to be taxed at a uniform proportion of value. 

A change was taking place, too, in the nature of land assessment. 
Most of the older land taxes had been acreage taxes. Land was 
classified into two, or at the most three categories, and taxes of so 
many cents per acre were levied on each category. Now the laws 
were amended to base land taxation upon value. Instead of merely 
listing the land in his district, the local assessor was now called upon 
to appraise it. 

Land and personalty appraisal raised problems of equalization 
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and review^ that had not been present when listing was the only 
procedure involved. By 1828 Pennsylvania, Michigan, Ohio, Ver- 
mont, and Indiana had provided for county equalization. State 
equalization was instituted somewhat later in Maine, Vermont, 
Connecticut, and Ohio. 

The general property tax in flower 

By the Civil War period, the general property tax was the estab- 
hshed basic local and state tax. The transition from separate levies 
on specified classes of property to a general levy on all property with 
specified exemptions, was practically complete. On the statute 
books, at least, property listing for taxation had been almost en- 
tirely supplanted by property appraisal or assessment. Tax rates 
were imposed as percentages or permillages of the property valua- 
tion, rather than as fixed charges per unit of property. 

Durmg the second half of the nineteenth century, centralization 
of certain aspects of property tax administration was the outstand- 
ing development m the field of property taxation. Early adminis- 
trative organization had been exclusively local — assessors and col- 
lectors were village, city, town, and county officials. State levies 
were imposed on these local assessments, and were collected by local 
officials. But state levies necessitated equalization among local as- 
sessments, and even before the Civil War, a few experimental state 
boards of equalization had been established to undertake this func- 
tion. Durmg the two decades following the war they became uni- 
versal. Popular hostility to the railroads and the general breakdown 
of property tax assessments under the high tax rates following the 
Civil War were reflected during the late 70’s and 80’s in widespread 
provision for assessment of railroad properties by the state boards 
of equalization. In some instances the boards were empowered to 
assess property of other public service corporations. 

Additional impetus to centralized property taxation during the 
1890’s was the replacement of state boards of equalization- by state 
tax commissions m ten states. Whereas the personnel of the older 

^ The techniques of equalization and review are explained later on pp. 393 and 391 of 
this volume. 
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equalization boards had been ex ofScio and only incidentally inter- 
ested in tax matters, members o£ the new commissions were gen- 
erally appointed and paid to devote themselves exclusively to tax 
work. These commissions took over the functions of property tax 
equalization and review. In addition, they were generally given 
considerable supervisory authority over all general property tax 
administration. 

Twentieth-century developments 

Property tax assessments, levies, and collections increased steadily 
from 1900 to 1930, dropped sharply during the depression, expanded 
agam after 1934. The already marked tendencies toward adminis- 
trative centralization became more pronounced, and property tax 
assessment and collection became more efficient. 

But the general property tax was durmg these years subjected to 
a ground swell of criticism. It was charged with severe distributive 
shortcommgs, with imposing an undue burden on one subject of 
taxation — ^land — while other subjects escaped with lighter tax liabil- 
ity. Effective taxation of personal property was declared an admin- 
istrative impossibility. Influenced by this criticism, state legislatures 
whittled away at the weaker portions of the tax. In some states the 
property tax on mtangibles was altogether abolished, to be replaced 
by personal mcome and special business taxes. Property levies on 
certain classes of tangible personalty were replaced by stock-in-trade 
taxes, motor vehicle license taxes, tonnage taxes, and other in lieu 
taxes. Other states, seeking to retain the universality of the general 
property tax by sacrificing its uniformity, subjected intangibles and 
occasionally tangibles to special low rates or to special low statutory 
ratios of assessment. Two recent attacks on the general property 
tax have been along the lines of rigid “over-all” or blanket rate limi- 
tations and of homestead exemption. These developments are dis- 
cussed subsequently m this chapter.® 

Generally, as previously indicated, the state governments in re- 
cent years have developed their revenue systems on other bases than 
property taxation. In a number of instances they have completely 


2 See p. 398 and p 368 o£ this volume. 
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or practically relinquished the property tax to their local govern- 
ments. Eleven states in 1938 imposed no state general property 
levies for ordmary revenue purposes, although some of these eleven" 
imposed small general property tax rates earmarked to special pur- 
poses, and some had state rates on special types of property. Only 
in Nevada did the state government obtain more than 30 per cent 
of Its revenue from property taxation; for four other states property 
taxes produced between 20 and 30 per cent of state tax revenues. 
Elsewhere the property tax is a mmor source of state revenue. 

BASIS 

The legal subject of state and local property taxes is cither “all 
property within the jurisdiction of the state or district except for 
such exemptions as are allowed by statute,” or “such classes of prop- 
erty withm the jurisdiction of the state or district as are specified 
by statute.” “Value of the property as assessed for tax purposes” is 
the measure of these taxes. As we shall see, the types of property 
subject to property taxation and the definition of “value” employed 
for tax purposes, vary widely among the states. 

Classes of taxable property 

Allowing for exemptions noted subsequently, all categories of real 
property are generally subject to taxation. In some states, however, 
the operative real property of railroads and certain public service 
corporations ® and of minmg enterprises is withdrawn from general 
property taxation and subjected to special tn lieu taxes. 

Most states still tax tangible personalty, but deep inroads arc bemg 
made on this formerly universal levy. Pennsylvania and New York 
have abolished tangible personalty taxation altogether. In Dela- 
ware tangible personalty is taxable as a matter of law, but m prac- 
tice livestock is the only item listed. And in Massachusetts and 
some other states, the personalty of corporations subject to the state 
franchise tax is withdrawn from property taxation. A third of the 

2 See p 5l5 of this volume. 

4 Sec p 523 of this volumer 
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states exempt motor vehicles from their general property taxes and 
regard the motor vehicle taxes as partial substitute. Three states 
impose special license taxes on merchants tn lieu of a property tax 
on their shelf stocks. In two Atlantic Coast states and three Great 
Lakes states vessels are withdrawn from property taxation and sub- 
jected to tonnage taxes. Ohio, North Dakota, South Dakota, and 
Wisconsin exempt grain m elevators from property taxation, and 
impose in lieu bushel taxes. Severance taxes on cut trees in lieu of 
property tax levies on the growing trees are found in a number of 
states. In many states, the gross receipts taxes imposed on railroads 
and public utilities and the severance taxes imposed on mines and 
oil wells replace personal as well as real property taxes on these 
items. 

Application of property tax rates to mortgages duplicates part of 
the tax on the gross value of mortgaged real or tangible property. 
Taxing corporate stocks and bonds as well as the real and tangible 
property owned by corporations involves repetition of tax burdens. 
Thus taxation of most forms of “representative” mtangible per- 
sonalty mvolvcs double taxation. In general, these taxes on intan- 
gibles, when imposed, are evaded to such an extent that they are 
practically taxes on honesty. They could be made effective by the 
application of sufficient administrative cost and effort, but in view of 
the distributive mjustice involved, there is serious question whether 
the results would warrant the cost and effort. For these reasons, 
most fiscal authorities recommend that intangibles be withdrawn 
altogether from property taxation; the National Tax Association’s 
model tax law embodied this provision. By law or practice, eight- 
een states already exclude all or practically all intangibles from 
property taxation. Most of the other states have withdrawn from 
property taxation specific classes of intangibles — ^bank deposits, 
mortgages secured by taxed domestic property, shares and bonds 
of corporations otherwise taxed by the state. In seven states some 
or all of these classes of intangibles are subjected to in lieu recordmg 
taxes; in another nme there are special income tax rates which can 
be viewed as substitutes; elsewhere no substitute tax is imposed. 
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Exemptions 

As of 1936, nearly $26,000,000,000, slightly over 15 per cent of the 
'otal property values of the country, were exempt from property 
taxation. For constitutional reasons, no state or local government 
may tax property of the federal government or of its instrumen- 
talities unless specifically authorized by Congress.® Such property 
IS usually expressly or impliedly exempted from property taxation 
Ordinarily the values mvolved are relatively unimportant and do 
not substantially restrict the property tax basis, but in some states 
the presence of extensive federal forests or Indian reservations seri- 
ously restricts the basis for state and local taxation. A survey several 
years ago indicated a $9,000,000 state and local “tax loss” on Indian 
lands located m 243 counties of 23 states; the state and local gov- 
ernments concerned could draw no tax revenue from these reserva- 
tions, although they had to spend some $3,000,000 a year providing 
services for them. An attempt was made to avoid similar embar- 
rassment over property values created by various “New Deal” proj- 
ects, either by grantmg state and local governments permission to 
subject the property to nondiscriminatory tax rates or by providing 
for contractual payments as substitutes for taxes to the state and 
local governments mvolved. The whole subject is still in a state of 
confusion — so much so that in 1940 the President created a Federal 
Real Estate Board to work out some sound tax-substitute policy for 
these federal properties. 

Were state or local governments to tax their own properties, they 
would m effect be shiftmg funds from one pocket to another. Hence 
their own properties are generally exempt from property taxes. But 
a true conflict of interests arises if a state park or forest reserve is 
established within the confines of some local taxing district, or if 
the waterworks or special institutions of one local unit are estab- 
lished withm some other local unit. The loss of taxable values to 
the unit withm which the properties are located may produce a 
serious revenue problem. In some states such public properties are 

^McCulloch p. Maryland, 4 Wheat. (1819) 316; Weston v Charleston, 2 Pet (1829) 
449*, Van Brocklin v yennessee^ 117 U, S (1886) 151; and bank tax cases ated on p 386 
of tins volume ^ 
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subjected to the local tax rates of the unit within which they are 
located. But the practice is far from common. 

General property tax statutes commonly exempt nonprofit- 
producing properties used for educational, religious, or charitable 
purposes. The institutions owning these properties are nonprofit 
enterprises performing social services that state or local govern- 
ments might otherwise have to undertake. To limit the activities 
of these institutions by compelling them to use part of their re- 
sources for taxes would hardly further the purposes of government 
In opposition to diis exemption, it has been argued that such insti- 
tutions tend to cluster m particular communities. In time, the com- 
munities may find themselves deprived of a large fraction of their 
tax base, thereby throwing an excessive tax burden on the non- 
exempt property. Several inquiries have shown, however, that this 
danger is more a matter of argument than of present fact. 

Farmers are frequent beneficiaries of special property tax exemp- 
tions. Besides being allowed in a third of the states exemptions on 
their implements, they are in some states favored by crop exemp- 
tions. A growing crop is deemed in law a part of the land in 
which it is rooted. But in setting a value for the land, it is doubt- 
ful whether assessors take into consideration the value of a crop on 
the ground. Growing crops are specifically exempted from prop- 
erty tax assessment m nearly one-fourth of the states. After a crop 
is cut, it is taxable to the farmer as personalty, and as such is likely 
to be noted by the assessor. A considerable number of state legis- 
latures exclude even cut crops from property tax assessments, on 
the theory that cut crops are the essence of a farmer’s income rather 
than an element of his property on some particular date. Further 
to encourage their farmers, a few states exempt agricultural prod- 
ucts grown in the state when these have been purchased and are 
held by manufacturers. 

Fifteen states authorize their local governments to attract new 
manufacturing establishments by the lure of five- or ten-year prop- 
erty taxation exemptions.® In a few cases the exemption applies to 

® See National .Association of Assessing OfScers, lExemption md Preferential Taxation of 
Pactones (Bulletin No, 24, 1939), 
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all new manufacturing establishments. More often it relates only 
to specified industries which the state is anxious to encourage, such 
as wood-alcohol distilleries in Mississippi and beet-sugar factories 
in Wyommg. Sometimes the state law specifies the term and con- 
ditions of the exemption; sometimes it merely permits local gov- 
ernments to make such exemptions at their own option. The prac- 
tice merits unqualified condemnation. Surveys have indicated that 
in determining the location of sound, substantial mdustrial enter- 
prises, relative tax burdens are a minor consideration.^ Tax exemp- 
tion IS an important attraction only for fly-by-night concerns, which 
m the long run bring more loss than gam to the communities 
wherem they settle. 

Somewhat allied with this exemption of new manufacturing 
properties is the more justifiable exemption of newly constructed 
dwelling houses to encourage home building. New York State 
authorized such exemption in 1920 to help overcome the housing 
crisis then existing in several of the large cities. 

Special minimum exemptions for administrative or social rcaswis 
have long been a common feature of property taxation. Frequently 
these take the form of a flat personalty exemption for amounts 
under $200 or $500. Sometimes a minimum realty-personalty ex- 
emption IS allowed to a particular class of taxpayers — ^to veterans, 
to widows and orphans, or to the widows and orphans of veterans. 
During the past few years the idea of a general mmimum property 
tax exemption to all home owners — the “homestead” exemption— 
has gained remarkable headway. Texas initiated the movement in 
1932 with a constitutional exemption of all “residence homesteads” 
under $3000 in value.® By 1938 eleven states allowed complete or 
partial “homestead” exemptions, ranging in value from $500 in 
Wyoming to $5000 in Florida and Mississippi, m South Dakota the 
exemption is on an acreage basis — 160 acres of rural property or one 
acre of urban property. Two National Tax Association committees 
and most writers on tax matters condemn the “homestead” exemp- 

See Kenneth J McCarren, “Liinng Industry through Tax Exemption,^’ m Tax Policy 
League, Tax Exemptions (the League, New York, 1939), pp 34-42 
® South Dalcota m 1919, and Wisconsin in 1923, had exempted improvenaents on 
homesteads, but these laws were soon repealed 
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tion on the ground that it limits sharply the tax base of many local 
governments and adds to their fiscal difficulties, and because it shifts 
an undue tax burden onto the nonexempt properties; a 14000 home- 
stead exemption reduces the assessable base by some 20 per cent, a 
$2000 or $3000 exemption reduces it around 15 per cent, and even 
a $1000 exemption results in a 10 per cent reduction of assessments.* 
Offsetting such criticism, however, are two supporting considerations 
— this exemption promotes somewhat the movement for home own- 
ership, and it forces local governments away from exclusive depend- 
ence on property taxation. 

Jurisdiction to tax 

Under the federal Constitution, a property tax levied by the fed- 
eral government must be apportioned among the states according 
to population. Practically, this eliminates property taxation as a 
source of federal revenue. On three occasions only, the last time 
durmg the Civil War, has the federal government imposed an ap- 
portioned general property tax. 

Real property is taxable only by the state of its location. Tangible 
personalty, formerly attributed to the state or district of the owner’s 
domicile under the fiction of mobtha sequuntur personam, is now 
held taxable only by the state wherein it is physically located or 
wherem it is construed to be located.^® There is considerable di- 
vergence among the states, however, as to taxable situs of tangible 
personalty withm state boundaries. Most states provide for the 
assessment and taxation of tangibles in the district wherem they are 
located. Some twenty states still assign tangible personalty to the 
district of the owner’s domicile, but more than half of these permit 
such property to acquire taxable situs in the district wherein it is 
permanently employed for busmess purposes. The interstate com- 
merce limitation prevent? the application of state and local prop- 
erty taxes to articles actually being transported in interstate com- 


^National Association of Assessing Officers, Exemption and Prcfercnttal Taxation of 
Homesteads (Bulletin No 20, 1939), p 11 

Unton Refrigerator Transit Co v. Kentuchy, 199 U. S. (1905) 194; Johnson Oil Rjefm- 
tng Co ti Oklahoma, 290 U S. (1933) 158, 
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mcrce.^^ But these articles may be taxed before they enter actual 
transportation/^ and after they come to rest at the end of their m- 
terstate journey/® Property taxes may also be levied on property 
used m interstate commerce — such as vessels, tracks, wires, cars, and 
so forth — ^provided that no discrimination is exercised agamst such 
property/* 

Intangible property is still generally taxed by the state and dis- 
trict of the owner’s domicile, although some states have made al- 
lowance for its acquirmg a special situs in the district where it is 
permanently employed in busmess. Neither federal nor state con- 
stitutions bar the double taxation mvolved when both real and tan- 
gible property and their representative intangibles are taxed. Thus 
mortgaged land may be taxed on its full value to the mortgagor 
while the mortgage is taxed to the mortgagee. A corporation may 
be taxed upon the full value of its land and tangible assets and upon 
the intangibles it owns, while the shareholders and bondholders 
may be taxed upon their shares and bonds. The law views the 
mortgage and the mortgaged property, the corporation and its secu- 
rities, as distmct and mdependent properties. Such economic dupli- 
cation of tax burdens as results from the taxation of both parties is 
not recognized as a discrimination forbidden by constitutional limi- 
tations. But, as previously indicated/® many states bar such double 
taxation by withdrawing specified classes of intangibles from gen- 
eral property taxation. 

“Taxable value” 

In all states the measure of property taxes is the capital value of 
the taxable property as of assessment day. But the legislatures have 
indulged in many vagaries in attachmg qualifying terms to “value.” 
Property tax laws specify “true cash value,” “fair cash value,” “fair 
market value,” “true value,” “fair value,” and “actual value.” The 
courts have contributed their quota of confusion. In Louisiana one 

Bacon v Illinott, 227 U S (ISIS) 504. 

Diamond Match Co, v Ontonagon, 188 XJ, S. (1903) 82 

'^^Pittsbuigh and S Coal Co v. Pates, 156 U S (1895) 577, 

Old Domimon Sieamsktp Co v, Virginia, 198 U 3. (1905) 299. 

Sec p, 365 of tills volyrae. 
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court held that “cost” was “value ” In one Connecticut case a court 
accepted as the proper base the cost of replacement less deprecia- 
tion, while m Alabama such a figure was held to have no bearing. 
A Wisconsin court said the thing to strive for was strict cash reali- 
zation under prevailing conditions. A Washmgton court believed 
that the statute meant not “exchange value” but value to the owner 
using the property mvolved. A New Jersey decision, m admitting 
the probability of lack of an actual buyer for certam property, indi- 
cated that the assessors might properly estimate what a hypothetical 
buyer would give. Underlying this conflict of phraseology and 
opmion IS a general formula, sanctified by age and constant if some- 
times meaningless repetition — “Taxable value is the price which a 
property Would brmg in an open market on a free, not forced, sale 
between a willing buyer and a willing seller.” 

Recently under discussion has been the possibility of taxing land 
and buildmgs on “annual income” instead of capital value. “An- 
nual income” value, runs the argument usually advanced, would 
omit the speculative elements frequently present in land values, 
and result in fairer taxation. But, as happens so often when the 
issue of “justice” intrudes itself into tax discussion, a flatly contra- 
dictory argument can be sustained — speculative value, it can be 
argued, involves an element of taxpaying “ability” and should be 
subject to levy. Furthermore, an “income value” tax, smce it would 
impose no burden on undeveloped properties, would encourage the 
holding of land out of use for speculative purposes. And the sec- 
ondary argument, that “income value” would be easier to ascertain 
and assess than “capital value,” is open to serious question if not flat 
contradiction. 

The theory that property values arc assessed as of a particular 
date is awkward in its application to the stocks of merchants and 
manufacturers. Moderate ingenuity will enable a merchant or 
manufacturer to reduce his inventories to a minimum on the as- 
sessment date. , Havmg obtained the advantage of a low valuation, 
he is then free to increase his inventories to the current requirements 
of his business. To prevent such “marshalmg” of inventories to 
avoid taxation, a third of the states have provided that merchants 
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and manufacturers shall be assessed on the average of their stocks 
over the course of a year or some large fraction of a year, 

ASSESSMENT OF ORDINARY PROPERTY 

Assessment— the listing and appraisal of the properties subject to 
taxation — is the crucial element of property tax procedure. Here 
are found the glaring weaknesses and abuses which have opened 
property taxation to a barrage of criticism and condemnation. 

Assessment organization 

Assessment of personal and ordinary business properties is every- 
where performed by local assessors. In sixteen states these assessors 
are city, village, town, and school district officials. In the other 
thirty-two states they are cither exclusively county officials, or a 
combination of county and subdistrict officials. In some of the 
states where the duties of the county and subdistrict assessors over- 
lap, independent assessments of the same properties at different 
values may be made by various groups of assessors. 

Critical opinion is unanimously hostile to the village, town, and 
school district assessment which still survives. Both the National 
Association of Assessing Officers and the National Tax Associa- 
tion^^ advocate an assessment district large enough in area and 
taxable resources to perrmt the employment of one full-time assessor 
and at least one assistant. A village, a town, a school district as- 
sessment area caimot afford a full-time salaried assessor. Too 
often, rural assessment is performed on a part-time basis at a com- 
pensation which compares unfavorably with a laborer’s wage, and 
the function suffers accordingly. Even where a small, poor county 
caimot support an adequate assessor’s office, it can at least do better 
in this direction than any of its subdistricts. County assessment has 
the further advantage of removing the assessor’s office to some ex- 
tent from the influence — not necessarily willful and pernicious, but 

National Association o£ Assessing Officers, Assessment Organtzation and Personnel 
(the Association, Chicago, 1941), p 51. 

National Tax Association model tax plan. Proceedings of the Twenty-Sixth 
^gnjerencCf 1933^ p 4Q$, 
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none the less dangerous — of his immediate neighbors and electors. 

About 97 per cent of all town, township, and village assessors, 
87 per cent of all county assessors, and 33 per cent of all city as- 
sessors are elected. Their terms of office vary from one to six years, 
with high frequency of re-election; their pay is usually on a per diem 
basis, ranging from $2 to $10. 

Critical opinion unanimously favors appointed assessors. Thie 
elected assessor is too often a vote getter instead of a competent 
appraiser and administrator, or worse yet, he is a creature of the 
local political “machme” and misuses his offic* to further the “ma- 
chine’s” ends. The almost incredible assessment abuses perpetrated 
by an elected board of assessors in Chicago during the 1920’s^® 
were remarkable more for their magnitude than their inherent 
character; on a smaller scale, a similar tale could be told of many 
an elected county or district assessor’s practices. And when election 
puts an honest and able man into an assessor’s office — as, fortunately, 
it frequently does — ^he labors under a heavy handicap. If he hopes 
for re-election, he must continue to be politician as well as tax 
admmistrator — ^he must retain the backing of his party organiza- 
tion, he must curry favor with the voters. Divided interests of this 
sort necessarily reduce an assessor’s efficiency. 

An appointed assessor having at least a four-year term of office 
is the solution generally recommended. It must be recognized, 
however, that serious dangers also lurk in a system of appointment. 
If the office of tax assessor is at the complete disposal of a board 
of county supervisors or an equivalent body, it will often be made 
a political gift, a reward for party regularity and political effort 
rather than fitness for the office. This hazard can be met by re- 
quiring appointment to be made from a list of candidates certified 
as to fitness by a competent and impartial agency — say, by the tax 
commission of the state. As a further safeguard, the state tax com- 
mission might be empowered to remove appointed assessors upon 
proof of incompetence or malfeasance in office. While the actual 

Herbert D Simpson, Tax Racket and Tax Reform m Chcago (Institute of Economic 
Research, Chicago, 1930) 
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exercise of such removal pov?er might be rare, its existence would 
be a powerful urge toward maintaining state-wide standards of 
assessment practice. 

State agencies for the “supervision” of local assessment procedure 
are found in all states but Delaware and Pennsylvania.^® In most 
cases this “supervision” is a mere “paper” power, never exercised 
by the state tax commission or board of equalization. In some 
twelve states the commissions perform the valuable service of pre- 
parmg and prescribing assessment forms and compiling “manuals” 
of regulations and SBggestions for the local assessors; and they fre- 
quently sponsor assessors’ conferences. The Maryland, Massachu- 
setts, and Wisconsin tax departments go a long step further and 
provide corps of “supervisors” to tram, advise, assist, and cooperate 
with the county or local assessors. From all reports, the services 
of these “supervisors” are invaluable m mamtaming the high quality 
of assessments m these states. 

Despite the strong sentiment for local fiscal autonomy, the actual 
assessment of certam classes of property has been transferred from 
local assessors to state officials. First to be subjected to central as- 
sessment was the operative property of railroads. Subsequently, 
central assessment was in many states extended to the property of 
other public service enterprises,*® and more recently, to the property 
of motorbus and motor truck Imes. 

Central assessment procedure has until now been limited to the 
property of public service corporations. Many mdustrial corpora- 
tions, however, have properties which in their complexity and diffi- 
culty of assessment rival those of public service corporations. Their 
assessment is often beyond the capacities of the average assessor. 
Furthermore, when the various units of an mdustrial enterprise are 
scattered over a considerable area, no one local assessor, is able to 
value the enterprise as a whole. Some of the industrial states may 
soon find it desirable to bring the property of certam classes of in- 
dustrial enterprises under central assessment. 

National Association o£ Assessing 0£Bccrs, op at , Ch. X. 

®®For further details on the subject of central assessment of public service enterprise 
propcrticsj see p 388 of this volume 
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Rural realty 

Annual assessment of all real estate is provided in the property 
tax laws of twenty-six states. From two to ten years may elapse 
between realty assessments in the other states. In preparation for 
each assessment date, the assessors are supposed to receive lists of 
taxable property from their owners, to “view and value” the taxable 
real estate and specified items of tangible personalty, and to enter 
the appraised values on a “tax roll.” 

Real estate “appraisals” by rural assessors are frequently farcical.^^ 
In countless cases, rural assessors content themselves with copying 
the tax rolls of their predecessors. Amazing values of property are 
omitted from the lists year after year. A marked general rise or 
general fall of land values in the area is covered by a proportional 
raising or lowermg of all values listed on the tax roll. Time and 
again, assessed values set against listed properties bear no recog- 
nizable relation to their true values. Acting on their own initiative 
or, as m Louisiana, on instructions of the state tax commission, 
many assessors classify land mto various arbitrary categories, cither 
establishing uniform unit values' for each category or settmg maxi- 
mum and minimum unit values. By this procedure, property taxes 
applied to land are obviously transformed into the classified land 
taxes of eighteenth-century type. 

Happily, a growing number of assessors’ offices are making a 
serious technical approach to their function. They check their 
property lists against tax maps based, in many cases, on aerial 
photographic surveys. They assess land and improvements sep- 
arately. Shrewd rule-of-thumb methods based on experience and 
local knowledge enable them to make fair appraisals of farm and 
village buildings. When and as available, they use sales data to 
check their listed valuations. And they apply various technical 
aids — filin g systems and standardized entry cards for recording in- 
, formation about each parcel of property®^ — ^to further and main- 

See Joseph D Silverherz, The Assessment of Red Property tn the United States (New 
York State Tax Commission, Special Report No 10, 1936) 

^ A sample form card for entering data for rural real property assessment is reproduced 
;n Appendix B, p 798 of this volume, » 



376 


PROPERTY TAXES 


tarn the accuracy of their appraisals. In Michigan, during 1936 
and 1937, the state tax commission in cooperation with the federal 
Resettlement and Works Progress Administrations undertook a 
$2,000,000 “rural property inventory project,” which provided that 
state with a superb set of rural property valuations. 

The best rural assessment is still far from perfect. In spite of 
all tax maps and records, occasional parcels of land escape listing 
•—but they are not many. Inequalities of assessment as between 
individuals occur — ^but they can be corrected by efficient review.^® 
These incidental faults do not prevent a good assessment roll, so 
far as it relates to rural lands and buildmgs, from bemg the basis 
of a sound, fair tax levy. 

Urban realty 

Land and building assessment in many of the larger cities has 
assumed the character of a scientific technique. City tax offices 
begm their land assessment procedure with a “block and lot map” 
— a detailed topographic plan of the city showmg every block and 
lot, each with its own key number. Initial preparation of such 
tax maps is expensive, but in use they earn their cost many times 
over. 

The first step in the preparation of a “block and lot” map is to 
establish the value of a standard-depth lot in the center of each 
block. There will, of course, be wide variations between these 
standard-lot values from block to block, accordmg to business and 
residential zones of the city, according to convenience to traffic 
facilities, and as between mam streets and side streets. Often the 
current market value of a lot and buildmg somewhere along a 
block can be discovered from sales records. Sometimes it is possible 
to calculate the value of various lots and buildings m a block by 
capitalization of their net rentals. With one or more building-and- 
lot values either determined or calculated, lot values are ascertained 
by the “residual” method of ascertaining building values and sub- 


^Scc p 391 of this volume 

^^Thc most comprehensive analysis of urban assessment techniques is National Assoaa- 
qon of Assessing Officers, land Appraisal (the ^ssodabon, Cjhicaj^p, 1940), 
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tracting them from buildmg-and-lot values. From lot values so 
calculated, the value of a standard-size center lot in each block can 
be estimated, by making allowance for value differences that exist 
between the center and end of each block. As a final step, this 
center-lot value is reduced to a “frontage foot” value, by dividing 
the lot value by the number of feet of its width. All of these cal- 
culations have been standardized for city assessors, and the assessors’ 
manuals contain tables that simplify the arithmetical problems m- 
volvcd. 

A “center foot value” calculated for each block by the above 
technique is entered upon the “block and lot” map.*® For lots on 
cither side of the central one, successively higher values per “front- 
age foot” are assigned by pre-established scale; maximum values 
are assigned to corner lot frontages. To"determine the value of a 
standard-depth lot, its particular “frontage foot value” is multiplied 
by Its frontage. Non-standard-depth lots and irregular-shaped lots 
arc valued by the use of tables constructed on the prmciple that the 
unit depth value of a city lot diminishes as the distance from the 
frontage increases. Assessed values are entered upon separate file 
cards for each lot.*® 

City buddings are generally assessed separately from the lots on 
which they stand. As a rule, city assessors’ offices develop standard 
assessment record cards for vanous classes of structures — ^for singlc- 
and two-family residences, for apartment houses, for office buddings, 
for store buildmgs, for factories, and for miscellaneous buddings.*^ 
Record notations include cubic space or floor area, type of construc- 
tion, utility, age, obsolescence, state of repair, various classes of fix- 
tures, and the facility with which the buddmg could be remodeled 
to serve other uses. To some extent, tables and formulas can be 
used in evaluating these various factors, but the assessors’ experi- 
enced judgment must obviously be allowed considerable leeway. 
Once obtained, this information can be kept up to date by ordered 

A sample section o£ a ‘Ijlock and lot” tax map with “center foot values” entered 
upon It IS reproduced in Appendix B, p 799 of this volume 

*®A sample urban site assessment card is reproduced m Appendix B, p 800 of this 
volume. 

^ Sample urban buildmg assessment record c^d? arc reproduced in Appendix B, p. 802 
of ^his voluffic, 
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reference to contractors’ permit reports, and records on sales, mort- 
gages, foreclosures, leases, and court appraisals. 

In many small cities, and m a few large ones where the assessor’s 
office is politics-ridden, land and buildings assessments suffer from 
all the abuses characteristic of the worst rural assessments. About 
ten years ago, a survey m a New England manufacturing town with 
16,000 population uncovered 1896 buildings, lots, and improved 
parcels of land not entered on the tax map. Even more amazmg, 
49 of these omissions were on the town’s mam street — a mile or 
so Iong.“® In a wealthy suburban community near New York City, 
the recent insertion of nonlisted properties raised the tax roll from 
$121,000,000 to $193,000,000. And, of course, the vagaries of un- 
equal assessments in such communities are likely to be even greater 
than those of nonhsting. Chicago assessments in 1923 averaged 35 
per cent of full value with mdividual valuations ranging from one 
per cent to over 100 per cent, and a 40 per cent average deviation 
from uniformity.®® Such variations from the average assessment 
ratio make the “equahty” and “proportionahty” of property taxa- 
tion a mockery. 

Personalty 

Personal property is assessed on the basis of sworn lists submitted 
by the taxpayers.®® And the average taxpayer reports only those 
items which he knows are already known to the assessor or are 


Kent Sagendorph, “Tax Cameras Have Eagle Eyes,” World* s Wor\t September 
1931, p 62. 

Simpson, op at j p 37. 

The following effusion of the fiscal muse Was submitted as a tax list for the Connecti- 
cut property and poll tax a century or so ago; 

I have two poles tho’ one is poor, 

I have three cows ahd want five more, 

I have no horse. But fifteen sheep, 

Ko more than these this year I keep, 

Stcars, that’s two years old, one pair, 

Two calves I have, all over hair, 

Three heifers two years old, I own 
One heffer calf that’s poorly grone, 

My Land is acres Eighty two 
Which sarch the Record youle find true. 

And this is all I have m store, 
rll thank you if youle Tax no more. 
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easily discoverable by him. Naturally, the taxpayer places upon 
them the lowest conceivable valuation. Upon information, mspira- 
tion, or guess, the assessor adds such values as he sees fit, knowing 
full well that his final figure is quite arbitrary and probably without 
relauon to the actual value of the taxpayer’s personal wealth. 
Should the assessment chance to exceed the property’s value, the 
taxpayer “swears off” the excess. 

Some types of tangible personalty cannot well escape the assessor’s 
list; other types are notorious evaders. Farm flocks and herds and 
farm machinery — matters of public knowledge in rural regions and 
open to the eye of the assessor — are generally listed m full. Mer- 
chants’ and manufacturers’ stocks of goods usually appear on as- 
sessment lists by compromise agreement between the assessor and 
the taxpayer, rather than on the basis of accurate appraisal. Ma- 
chinery, and store and office equipment are listed at purely nominal 
values, if at all. Household furniture and personal belongmgs are 
listed for the most part only when they are owned by rich indi- 
viduals. In this case also, their evaluation is a compromise agree- 
ment between the taxpayers dismclmed to list their property and 
assessors who have no intention of attempting an inventory of the 
taxpayers’ possessions. City assessors sometimes approach the prob- 
lem of assessing tangible personalty by fixing a presumptive value 
for each taxpayer’s tangibles arbitrarily based upon such extrinsic 
mdicia as the neighborhood of his residence, the character of his 
dwelling, and incidental information about his manner of living. 
Subsequently, the taxpayer is given an opportunity to prove that 
his tangible possessions are not worth the presumptive value set by 
the assessor. 

Where mtangibles are taxable, they are rarely listed. If a tax- 
payer refuses to state what stocks, bonds, or mortgages he owns, 
there is no way by which to extort a confession of ownership from 
him. Intangible property in trust and intangible property before 
the probate courts is sometimes listed, because trustees, executors, 
and administrators are required by virtue of their oflEce to list it 
Otherwise, taxpayers generally refuse to obey the law. Real prop- 
erty and tangible personalty may, after they are listed, be assessed 
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at only a fraction of true value, but intangibles often bear their 
value on their face. Once they appear on the assessors’ lists, they 
must be assessed at full value, and at present property tax rates, 
taxation of some categories of intangibles vs^ould absorb most of the 
mcome produced by such property Recognition both of this cir- 
cumstance and of the injustices which result from taxing basic real 
or tangible property as well as its representative intangible property, 
induces tax assessors to connive at the taxpayers’ failure to list all 
or even any part of their mtangibles. Many states report that for 
years the assessment of mtangibles, total and per capita, has been 
declimng in spite of steady economic growth. 

Suggestions for improving the listing of intangibles have been 
made at various times and by various writers It has been proposed 
that a record be kept of bequests received by beneficiaries, to indicate 
a probable minimum value of their future personal estates. Reports 
of dividend and interest receipts from published mcome tax returns 
might be used as a guide to stock and bond holdmgs. Corporations 
doing business m the taxmg state might be required, as are banks, 
to pay the tax on the shares owned by shareholders livmg within 
the state. Banks might be compelled to disclose collateral security 
for loans, and brokers might be forced to file lists of transactions. 
But popular support has never been ranged behind any of these 
proposals, because of the widespread feeling that the intangibles 
tax is fundamentally unfair, and the more effective its enforcement, 
the more unfair its operation. The one partial solution of the prob- 
lem to receive any approval is the classified property tax with special 
low mill rates on intangibles.®^ 

Underassessment and unequal assessment 

Underassessment is much more a problem in the taxing of real 
property than of personal property. Once personal property is 
listed, a reasonable if arbitrary value can usually be assigned to it 
without great difiScuky In the valuation of real property, the as- 
sessor must exercise his judgment, and it often shoots wide of the 
mark. And when the assessor errs, it is likely to be on the side of 


Discussed on pp 404 ff o£ th;s volume 
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underassessment, smce the taxpayer would fight a valuation result- 
ing in overassessment. 

Several extraneous factors emphasize the assessors’ natural tend- 
ency to undervalue rather than overvalue property under their 
consideration. When a county tax rate is levied on the valuations 
of local assessors, every assessor is inclined to undervalue the prop- 
erty of his district in order to reduce the amount of county tax it 
must pay. Low local valuations, of course, necessitate a higher local 
tax rate, but the total amount of local tax is not thereby increased. 
Similarly, the levy of a state tax rate encourages competitive under- 
assessment by both counties and local districts. State aid distributed 
to local governments in inverse proportion to their original assessed 
valuations to equalize their respective resources may also encour- 
age competitive underassessment. 

Certain extraneous factors, it should be noted, tend to counteract 
the tendency toward underassessment. If part of a state-collected 
tax is distributed to local governments in direct proportion to their 
assessed valuations, local units find high assessments to their m- 
terest, since they thus obtain a larger share of the state-distributed 
funds. Also, where a constitutional provision or statute limits local 
tax rates and local debt by assessed valuations, a local government 
which is pressing close upon its tax rate and debt limitations may 
be forced to raise the level of its assessments in order to obtain more 
taxes or to float additional loans. 

During recent years, the underassessment of realty and tangible 
personalty for property tax purposes has tended to diminish. Ac- 
cordmg to figures published by the United States Bureau of the 
Census,®® the average of the assessed values of real and tangible 
property throughout the country was 49.7 per cent in 1903, 54.0 
per cent in 1912, and 63.2 per cent in 1922. On the eve of the 
depression, the ratio was close to 70 per cent, and it is probably 
much higher now. Back of this rise in the level of assessed valu- 
ations are improved assessment technique, the growing influence 
of state tax commissions over local assessments, increased distribu- 

See p. 739 o£ this volume 

Wfiiith, Dfi(, TiKOffon series. 
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tion of state-collected taxes to local governments, and the growing 
pressure of many local governments on their tax rate and debt 
limitations. 

Average assessment ratios vary considerably among the states. 
In 1931 Iowa reported that her real property was actually assessed 
at between 13 and 18 per cent of true value. Massachusetts re- 
ported a 90 per cent assessment. Assessment ratios of individual 
properties in particular districts in each state also show wide varia- 
tion. A survey of New York assessments for 1935 disclosed at the 
one extreme a village with an average ratio of 10 per cent and 
several towns with ratios between 10 and 20 per cent, while at the 
other extreme a number of towns reported ratios of 100 per cent 
or over. Within any district, individual properties may be assessed 
at anywhere from a minute fraction of their true value to consider- 
ably more than their true value. 

Underassessment as such does not involve any injustice to in- 
dividual properties or to classes of property. Were all properties 
in a state assessed at exactly one-half or one-quarter their true value, 
state tax rates would have to be double or quadruple the rates that 
could be levied if all property were assessed at full value. But un- 
derassessment would not change the tax paid by each individual 
property and by each class of property. Improper discriminations 
in the levy of the general property tax result from unequal under- 
assessment. 

Every property tax survey has shown that small urban ’properties 
are consistently assessed at a higher proportion of true value than 
large properties, with consequent class or social discrimination in 
property tax burdens. In rural assessment, the ratio of assessment 
for farm properties decreases as value per acre increases. City 
property assessments are generally higher than rural, both because 
city tax of&cials use more efficient assessment methods, and because 
many cities deliberately force up the assessment ratio to avoid 
pressure on constitutional or statutory debt or tax rate limitations. 
Finally it is to be noted that the further the general average of 
assessments falls from the standard of true market values, the wider 
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do the assessment ratios of mdividual properties vary, and the 
harsher are the discnmmations involved. 

Until recently, the courts offered no protection agamst inequah- 
lies of assessment ratio If a taxpayer’s property was assessed at 
more than true value, the courts would grant a reduction to true 
value. But they would not direct assessment to be lowered to the 
general level of the assessment of other property. The taxpayer’s 
only remedy, they held, was to obtain an mcrease in the assessments 
of lower-assessed properties — a remedy legally unimpeachable but 
practically worthless. Recognizmg the impracticality of this atti- 
tude, the federal courts now hold that the equal protection of the 
laws guaranteed by the Fourteenth Amendment necessitates lower- 
ing the assessment of property overvalued m comparison with other 
properties of similar character.®* Taxpayers whose properties are 
relatively overassessed now have the remedy of a court proceeding. 
Actually, however, this remedy is for the most part available only 
to large public service and mdustrial corporations whose stake in 
tax discrimmation is sufiEciently high to warrant the trouble and 
expense of legal action; for the owner of an ordinary farm or resi- 
dential property, litigation costs would exceed tax savings. 

Six states have sought to prevent the injustice of unequal under- 
assessment by providing that all properties be assessed at a specified 
fraction of their true value, m the hope that all properties would 
be equally underassessed at the statutory ratio. But this hope 
has not been fulfilled. In practice, the assessments fall below the 
statutory ratio and the variations in underassessment are as wide as 
in the states where full value assessment is required. 

The strongest possibility of reducmg unequal mderassessment 
lies in the development of scientific assessment technique. In the 
absence of centralized state assessment with a uniform technique 
of valuation, partial improvement may be accomplished by prepar- 
ing tax manuals for the use of local and county assessors, and by 
other indirect aid and assistance given by the tax commissions to 
the assessors, 

Swux Ctfy Bridge Co, v, Dakota County f 260 U S (1923) 441. 
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ASSESSMENT OF SPECIAL CLASSES OF PROPERTY 


Various types of business property are so complicated in character 
that their accurate appraisal is beyond the capacity of the ordmary 
county, local, or municipal assessors. Sometimes this difficulty is 
solved by withdrawing them from general property taxation, and 
subjecting the enterprises ownmg them to other taxes — tn Iteu 
taxes, perhaps, imposed specifically as substitutes for the property 
tax, or general “business” taxes that have no legal or economic tie-up 
with property taxation. Quite as often as not, however, the prop- 
erty tax IS retained for these exceptional classes of property, but 
special assessment procedures arc developed for them. 


“Corporate excess” 


A profitable business enterprise, whether operated as a corpo- 
ration or under personal or partnership management, invariably 
IS worth more than the appraisal value of its property assets. In 
the case of personal or partnership enterprises, this intangible asset 
fails to appear on the property tax roll, mainly because it is not 
susceptible of dollars-and-cents assessment, except under unusual 
circumstances. Every element of mcorporated business, however, 
has its pecuniary equivalent. Even though the mtangible element 
of corporate “going-value excess” may not be included m book 
values, transactions in the stock of the corporation give it market 
value m many cases. Corporate “going-value excess” being a deter- 
minable factor, nine states isolate it under the name **corporate 
excess and tax it as intangible personalty under the general prop- 
erty taxes.®® 

Generally, the market value of the capital stock is taken to be 
the capital value of the taxed corporations. Four states use a com- 
bined stock-and-bond calculation. But whether property taxed 
under the general property is to be deducted at assessed value or 
book value is not always clearly indicated in the tax laws. Given 


» Od the_ statute books the tax is sometimes called '‘tranchise tax.” "corporation per- 
sonalty tax, or moneyed capital tax" Only in Massachusetts and Rhode Island, where 
the corporate excess tax has been withdrawn from the general property tax and made a 

d^ed .fT ''d’ corporate excess return is repro- 

uUced in, Appendix B, p 804 o£ this volume* 



PROPERTY TAXES 


385 


the alternative, it may be assumed that the taxed corporations report 
their property at book value Property taxed in other states is usually 
deducted m the calculation of corporate excess. 

Five states provide for the assessment of corporate excess by the 
state tax commission. Usually the general property tax rate current 
in the district of the taxed corporation’s principal office is applied. 
Three states apply special state rates. 

Bank shares 

Quite unmtentionally, the National Banking Acts of 1864 and 
1868 determined the system of state and local bank taxation that 
■was to prevail m the sixty years following. As federal instrumen- 
talities, national banks might not be taxed by state or local govern- 
ments without federal permission. The National Bankmg Act 
authorized the application of the general property tax to the real 
property of banks. National bank shares might be taxed to their 
holders as intangible personal property, but at a rate no higher 
than that imposed on “other moneyed capital” or on the shares 
of state banks. While the National Banking Act could not direct 
the taxation of state banks, the states were mdirectly impelled to 
tax state banks identically with national banks. If they levied 
lighter taxes on state banks, their national bank taxes would be 
invalid under the National Bankmg Act. If the state bank taxes 
were the heavier, many state banks could escape them by taking 
out national charters and becoming national banks. 

For sixty years the system of state and local bank taxation was 
uniform throughout the United States. Bank-owned lands and 
buildmgs were taxed under the prevailing general property tax. 
Bank shares were taxed as personal property to the holders. Unlike 
other intangibles, however, die tax on bank shares was assessed to 
and collected from the banks which issued them instead of the 
individual owners. Tax evasion by nonhsting was impossible, and 
in many states bank shares were the one form of mtangible per- 
sonalty actually assessed and taxed Many states further provided 
that the assessment of bank shares was to be made by state officials 
and not by local assessors. 
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Generally, no distinction was made between commercial banks 
and savmgs banks and trust companies in the taxation of their 
shares. Savmgs banks m New England, however, came to be taxed 
on the basis of their deposits less the value of their investments in 
real estate and certam classes of securities. Because of these deposits 
taxes, the tax burden on savmgs banks was lighter than on other 
financial institutions. 

In 1921 m Merchants' National Ban\ v. Richmond the United 
States Supreme Court decided that the words “other moneyed 
capital” in Section 5219 of the federal Revised Statutes, embodying 
the tax provisions of the National Bankmg Act, included all private 
mvestments. Many states had adopted classified property taxes with 
low rates on intangibles,®'^ with bank shares not generally included 
in the low-rate categories. By placing them m the position of dis- 
crimmating against national bank stock as compared with “other 
moneyed capital,” this decision wrecked their systems of bank tax- 
ation. Taxing intangibles other than bank stock at special low rates 
now constituted a forbidden discrimmation agamst national bank 
stock. Nor could the rate on national bank stock be lowered and 
the old rate on state bank stock be retained, since this would induce 
the state banks to reorganize as national banks. If the rate on state 
bank stock was also lowered, state and local governments would 
lose an important source of revenue. Worse yet, the Supreme Court 
decided a few years later that even when bank shares and othei 
intangibles were taxed under uniform general property tax rates, 
if the bank shares were assessed at a higher proportion of full value 
than other intangibles, this too was invalid discrimination against 
national banks,®® thereby threatening the extinction of the bank 
share tax. 

We will not concern ourselves here with the subsequent amend- 
ments of the national banking law authorizing states to impose 
other types of taxes on national banks, or with such other bank 
taxes as have been imposed.®® Our point here is that thirty-three 

««256 U. S (1921) 635. 

^ See p 000 of this volume 

Montana "National Banli v Yellowstone County, 275 U, $ (1928) 499, 

^ Sec pp. 519 ff of tbs volume 
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states still retain the bank share tax, m many instances with rates 
or assessment procedures presumably outlawed by the Supreme 
Court. 

In these thirty-three states, bank shares continue to be taxed pre- 
sumably as intangible personal property owned by individuals. 
Except in Florida, New Hampshire, and Rhode Island, however, 
bank shares are assessed to the issuing banks instead of to the own- 
ers. Consequently, although other intangibles may escape listing 
for the general property tax, bank shares are listed and generally 
assessed at their full par value or at the full value of the capital, 
surplus, and undivided profit of the bank. Usually, but not always, 
the value of real estate owned by the bank and taxed under the 
general property tax is deducted from the assessed value of the 
shares, and to this extent the bank share tax partakes of the nature 
of a corporate excess tax. Three states also permit part or all of 
a bank’s surplus to be deducted. Behind this deduction is the theory 
that taxes on surpluses and undivided profits discourage the desir- 
able accumulation of bank surpluses. 

Assessment of bank shares is generally made by the county or 
local assessor. In nme states, the state tax commission or other 
state tax agency either assists the assessors in their valuation of bank 
shares, or itself makes the assessment. And in Delaware the State 
Bank Commissioner performs this function. 

Mineral and timber lands 

Mmmg properties and growing timber stands present a peculiar 
appraisal problem— potential future profits must be translated into 
current valuations. The issues mvolved are too complicated and 
the values affected too considerable for the matter to be left to the 
rule-of-thumb procedure of the ordmary rural assessor. Tax com- 
missions of the states with extensive mining and forest properties 
generally provide their assessors with formulas for valumg these 
properties. One approach to the appraisal of ore reserves is the 
Hoskild-Hoover formula, used in Arizona and several other mining 
states.*® First, the salable metal content of the reserve is estimated 

National Tax Association, Proceedings of the T iVenty-Sixtk National Conference^ 
1933, p 56 
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in toto. Probable costs of recovery and sale are deducted from this 
figure and the resulting estimate of net proceeds is then discounted 
to present worth on the basis of the current rate of mining opera- 
tions. Timber lands in Marne and elsewhere are valued by a 
formula which starts with an estimate of the value of the timber that 
will eventually be cut. From this figure is deducted an allowance 
for carrymg charges from present date to the time of cuttmg. To 
this “present” timber value is added the stripped land value — the 
value of land and growth below marketable sizes.'*^ 

Railroad and public utility properties 

Most states charge the state tax commission, board of equaliza- 
tion, or other state tax admmistrative body, with assessmg the oper- 
ating property of railroads and public service corporations. Rarely 
IS the attempt made to value such property as a collection of in- 
dividual items. The physical valuation of an enterprise’s properties 
IS a laborious and expensive procedure.^® Appraisers must choose 
between the unsatisfactory alternatives of original cost or replace- 
ment cost, although in periods of nsmg or fallmg prices neither 
basis fairly represents present value. To keep them available for 
tax purposes, appraisals must be repeated constantly, or some method 
must be discovered of revising them to date. Michigan and Wis- 
consin are frequendy pomted to as states which made successful 
appraisals of railroad properties, but these appraisals were valuable 
as a basis for tax calculations for a limited time only; Wisconsin 
now depends primarily on a stock-and-bond valuation. 

Assessing bodies more frequently seek to assess each enterprise 
as a “going” concern. When the “going” value of an enterprise 
is determmed by a capitalization of net income, the assessing body 

National Tax Association, Proceedings of the Twenty-Seventh National Conferences 
1934, p. 250 

“Operating property” is that property actually used m the performance of a public 
service enterprise’s service. In the case of a railroad, it includes tracks and roadbed, en- 
gines and cars, tcrmmals and stations, and possibly repair shops In the ca^c of an electric 
power company, it mcludcs powerhouses, relay stations and transformers, w^ires, and poles 

^3 Sec Harley L. Lutz, The Taxation of Railroads in New Jersey (Prmecton University 
Press, Trinccton, 1940), Ch IIL 
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IS put to the laborious task of determining net income, only to have 
the income figure capitalized by an arbitrary rule-of-thumb ratio. 
Furthermore, a valuation determined by capitalizing net earnmgs 
is likely to fluctuate widely as the net earnmgs of the enterprises 
vary from year to year. When the market value of a public service 
corporation’s securities is used to ascertam “going” value, the assess- 
ment IS made subject to speculative machmations on the stock ex- 
change. Furthermore, if all or a large proportion of the shares 
of a public service corporation are owned by a holding company, 
there may be no active trading to set a market value. In practice, 
the assessing commissions and boards rarely confine themselves to 
only one of these two valuation methods. Instead, they seek by 
various arbitrary combmations to achieve some reasonable figure 
Ultimately, ad valorem taxation of public service enterprises gen- 
erally resolves itself mto a bargaining between the assessing body 
and the legal representatives of the taxed enterprises, with the latter 
defendmg themselves by the threat of litigation against what they 
consider unreasonable valuations. 

After the assessing body has determmed a value for the entire 
enterprise, which operates in perhaps half a dozen states, a fraction 
of this value must then be allocated to the taxing state. A number 
of standards of allocation or “unit rules” have been developed. The 
most common “unit rule” is mileage — of railroad track, or telephone 
or telegraph wires, or piping, according to the class of enterprise 
involved. The fraction of the corporation’s total assessed valuation 
allocated to the taxing state is determined by the ratio of its mileage 
in the taxing state to its total mileage. Gross collections, “trafiflc 
units,” and location of tangible property are occasionally used as 
sole standards of allocation or “unit rules,” frequendy in combma- 
don with the mileage factor. For express companies and car com- 
panies, “route mileage” is the common standard of allocation. The 
nonoperating property of public service corporations is usually 
valued by the local assessors. 

Public service corporation property is in most cases taxed by each 
local district at the prevailing rate, although a few states apply 



390 


PROPERTY TAXES 


special rates. Where such property is centrally assessed, the assess- 
ment must be equalized^* with other property assessments in the 
state, and the general state valuation must be distributed among the 
local governments. Mileage is the most common standard for local 
distribution. Obviously, however, it favors thinly settled districts 
through which railroad tracks or electric wires run as against the 
heavily populated areas which provide the traffic or consume the 
current. A few states use the location of the corporation’s tangible 
property as the standard. In states where the nonoperating prop- 
erty of public service corporations is locally assessed, the distributed 
value of the operatmg property is added to the assessed value of the 
nonoperating property, and a common tax rate is applied to both. 

The subject of equalization is discussed on pp 392 ff. of this volume 



CHAPTER XVI 


Property Taxes (Concluded) 

REVIEW! 

“Due process of law” clauses of the federal and state constitu- 
tions require that every taxpayer receive notice of his assessment 
and be given an opportunity for a hearmg upon it some time before 
the tax collection date.® Accepted as constructive notice is the 
posting of the prelimmary assessment list or tax roll on some public 
bulletm board by the assessor or town or county clerk. During 
such period as is prescribed by state law or established by the asses- 
sor’s regulations, a taxpayer may protest his assessment and have it 
“reviewed.” 

Organization 

No uniformity in organization for property tax review exists as 
among the states or even withm mdividual states. Where assess- 
ment is local, review proceedings may be conducted by an ex of&cio 
board of village, town, or school distnct officials, with privilege of 
appeal to the county board of review. In large cities, the assessing 
officials may sit as a board of review, or a separate bureau of review 
may be set up in the city’s department of finance, or an independent 
board of review may be elected. County review is usually an ex 
officio function of the county board of supervisors, with or without 
the assessors sitting in on the review hearings, but other arrange- 
ments are common. When large values are involved, appeal from 
the findmgs of county boards of review can usually be had to the 
state tax commission or the state board of equalization. These 


^ The best recent studies o£ the review and equalization functions arc m National Asso- 
ciation of Assessing Officers, Assessment Orgamzatton and Personnel (the Association, 
Chicago, 1941), Chs, Vll, VHI and IX. 

^See Turner v. Wade, 254 U S (1920) 54. 
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state bodies also act as reviewing agencies for their own assessments 
of special properties. 

And finally, of course, within the scope of the property tax and 
judiciary laws, appeal to the courts can be had from the decisions of 
county or state review boards. 

Procedure 

Most review procedure is farcical. The small property owner, 
most likely to be relatively overassessed, is ignorant of review pro- 
cedure or does not consider the trouble involved worth the small 
saving that will result. The large property owner comes armed 
with political mfluence, legal talent, and mountains of evidence 
which the review board cannot check and often cannot compre- 
hend. At worst, local and county review is a matter of lookmg 
into the complamant’s political antecedents and connections. At 
best it is often a matter of wrmkling a brow, shutting one eye, and 
hazarding a guess. 

Two exceptions may be made to this condemnatory generaliza- 
tion. In large cities where an efficient assessment technique has 
been developed, the data entered upon the land value maps and 
the assessment cards for mdividual lots and buildings may provide 
the reviewmg body with information that will enable it to pass 
intelligent judgment upon the plaintiff’s claims. And, from all 
reports, the review procedure employed by some of the state tax 
commissions deserves high approbation. 

EQUALIZATION 

As we noted earlier, there is a wide range in average assessment 
ratios among assessing areas. If villages, towns, or school districts 
within a county conduct independent assessments, their varying 
assessment ratios do not affect the relative burdens of their local 
levies, since each unit applies its own tax rate to its own assessment. 
But if these origmal assessments stood unmodified, a uniform 
county rate would impose a higher burden on property in the dis- 
tricts having high assessment ratios than in the districts having 
low assessment ratios. Likewise, if the original valuations set by 
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county assessors remained unaltered, a uniform state tax would 
impose a heavier burden on property m counties with high assess- 
ment ratios than m counties with low assessment ratios. Unless 
inequality of assessment ratios among tax districts is neutralized 
by an effective equalization procedure, the more conscientious asses- 
sors who bring their valuations closest to “true” value merely pe- 
nalize the taxpayers of their districts. 

The procedure of modifying assessments to take account of differ- 
ences m assessment ratios is called “equalization.” Original assess- 
ments made by villages, towns, and school districts should be equal- 
ized before a county tax levy is imposed. The original assessments 
of the high-ratio districts must be lowered and those of the low- 
ratio districts must be raised to produce a presumptive equality of 
assessment ratios. Similarly, in states wherein a state property rate 
is imposed there should be state equalization as among the counties. 
A further refinement, found in twenty-five states, is state equaliza- 
tion as among classes of assessed property. 

Organization 

County “boards of equalization,” found in fourteen states, are 
usually, though not always, identical in their personnel with the 
county boards of review. State equalization, now undertaken m 
thirty-eight states, was origmally performed by a distinctive agency 
— the “state board of equalization.” With the general evolution of 
state boards of equalization into state tax commissions, the equaliza- 
tion function became a duty of the latter. In a few states, the old 
boards continue to equalize property tax assessments while other tax 
functions are handled by tax commissions. 

Procedure 

Effective equalization can be developed for realty assessments. 
A state tax commission can consistently and carefully collect data 
on the sale prices of land and buildings throughout the state. And 
a comparison between these values and those listed by the assessors 
will give a sample basis for estimating the ratio of underassessment 
for each county or each district. Sales data computations are useful 
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both for county equalization among independently assessing dis- 
tricts, and for stafe equalization among counties. Both in Wiscon- 
sm and New York the collection and publication of such data by the 
tax commissions provides a sound basis for equalization. 

Too often, however, equalization is either flatly neglected for lack 
of factual data on assessment ratios in the various districts or coun- 
ties, or is performed m casual, superficial manner. A recent survey 
concludes that there is “less success than might reasonably be ex- 
pected in state equalization.” ^ Customary equalization ratios estab- 
lished decades ago arc continued year after year, although the assess- 
ment inequalities they are supposed to correct may have shifted 
widely in the interim. Or perhaps after the equalization board has 
submitted itself to an “ordeal by oratory” by representatives of the 
counties affected, a few witnesses are heard, a handful of sales values 
noted, the assessed valuation of one district is raised 10 per cent, that 
of another lowered by some equally arbitrary proportion. A county 
or state levy based upon such equalization cannot possibly result in 
a uniform or proportional burden. 

And equalization can do nothing to correct nonlisting of personal 
property. No possible data are available to indicate the varying pro- 
portions of nonhsting as among districts or counties. The general 
practice is to apply to personalty the equalization ratio for real prop- 
erty, but this only compounds stupidity by futility. 

RATE STRUCTURE 

In eighteen states, as will be discussed,^ special state-wide mill 
rates are applied to certain classes of intangible personalty, and m a 
few instances to elements of tangible personalty. Otherwise each 
school district, each village, each city, each town, each county, and 
with some exceptions each state determmes its own property tax rate. 
Smee every property is located within the territory of two or more 
superimposed taxing governments— a school district and a county 
at the very least — ^the taxpayer’s bill embodies two or more superim- 
posed independent rates. For example, 1933 tax bills for the Hyde 


5 National Association of Assessing Officers, op, at, p. 2. 
^ See pp. 405*406 of thu voluine* 
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Park district of Chicago bore the following superimposed rates (per 
$100 of assessed valuation): county, $.52; city, $2.06; school district, 
$2 18; forest preserve district, $.11; sanitary district, $.65; park dis- 
trict, $ 97, total tax rate, $6 49. 

Tax rates imposed on the assessed value of city properties vary 
widely. The range in 1927, for example, was from 12.471 per cent 
in Council Bluffs, Iowa, to 1.397 per cent in Washington, D. C. Be- 
cause of prevalent underassessment, the rates on estimated “true” 
values were considerably lower; “true value” rates in 1927 ranged 
from 5.999 per cent to 1.11 per cent, with from 2 to 2J4 per cent the 
common spread. Since the downward revision of property assess- 
ments lagged behmd the fall of property values during the Depres- 
sion, underassessment was considerably reduced. Furthermore, gen- 
eral shrinkage of tax revenues durmg this period forced most local 
governments to push their tax rates to the maximum permitted by 
tax rate limitation laws. Tax rates on “true” value of city properties 
during the 1930’s were, in consequence, higher than those of any 
earlier period. Cities with populations over 100,000 showed 1939 
“true” tax rates ranging from 1.08 per cent in Birmingham (Ala.) to 
over 4.85 per cent in Newark (N. J.) and Lowell (Mass.), with an 
average around 2.90 per cent. 

Determination 

Local property tax rates are of two kinds— mandatory “ear- 
marked” rates and optional “general fund” rates.® 

Mandatory special rates develop when counties or municipalities 
encounter strong demand for some special function — schools, roads, 
poor relief, and the like — and either wish to avoid the odium that 
would arise should they increase their “general fund” rates to cover 
the expenditure, or cannot raise theh “general fund” rates because 
of constitutional or statutory hmitations. The state legislature is 
persuaded to vote a mandatory “special” rate to finance the function 
in all counties or all municipalities. As many as a dozen manda- 


^ In eighteen states, local rates on intangibles are established by state law and are uniform 
throughout the state These classified property tax rates on intangibles arc discussed on 
p 405 of this volume. 
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tory special rates are to be found on the taxpayers’ bills in some 
states. State universities and other state functions also are some- 
times financed by state-wide mandatory rates. 

Champions of special governmental functions, of course, enthusi- 
astically support mandatory rates, since their functions are thereby 
freed of budgetary control by other local officials. And local offi- 
cials generally approve, because with the costs of special functions 
removed, they can make a better showing with their “general fund” 
budgets. But authorities in Public Fmance and Government unani- 
mously oppose mandatory earmarked levies. Inevitably, it is argued, 
they breed an insidious, constant agitation for higher special rates, 
for splitting rates, and for new rates. They force the development 
of special functions m a pattern determined not by need for them, 
but by the productivity of an arbitrary tax rate in individual coun- 
ties and municipalities. Ultimately they entangle the local authori- 
ties who, with most of their revenues earmarked, find themselves 
unable to develop effective accountmg systems or to budget their re- 
sources wisely or effectively. 

When, as in the past, governmental functions were limited in 
scope and the property tax was practically the sole source of local 
revenue, tax rates were determined simply by dividmg the figure for 
estimated expenditure by that for assessed valuations. But not now, 
when local tax rates are pressing against statutory or constitutional 
limitations, or when an increase in tax rates may spell political sui- 
cide for the party in control of the government. City and county 
officials do not today make up a budget and then inquire what rate 
of taxation will be needed to balance it. First they note what funds 
will be available if the existing tax rate is maintained. They then 
endeavor to budget expenditures down to that limit. Even when 
they feel that popular opinion will, accept an increase of the tax 
rate, they are still likely to think m terms of the pohticdly permis- 
sible rate increase and what it will produce, rather than about the 
rate increase needed to produce a given revenue. 

Many state governments, however, use property tax levies as an 
clastic balance in their tax systems. For the major part of their reve- 
nues they depend on such special taxes as income taxes, corporation 
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taxes, and so forth. Should the revenue from these special taxes 
temporarily decline below current needs, the state property tax rate 
IS mcreased to cover the difference. If special state tax revenues ex- 
pand temporarily, the state property tax rate is lowered or even abol- 
ished for a time Several state constitutions specifically empower the 
state government to make such elastic use of general property tax 
levies. 

Ordinarily, state and local property tax levies are voted as per cents 
or per mills on the assessed value of the taxable property of the state 
or district. In several states, however, instead of voting a property 
tax rate, the legislature votes a quota of revenue to be raised by prop- 
erty taxation. The amount of such a state levy is then distributed 
among the counties in proportion to their equalized assessed valua- 
tions, and is by them converted into tax rates to be applied to prop- 
erty valuations withm each county. 

Limitations 

State legislatures, county boards, and local councils may not end- 
lessly mcrease their property tax rates. Limitations are placed on 
state and local levies both by state constitutional and statutory provi- 
sion. 

Limitations on state property tax rates, found in nineteen states, 
are in every case stated as a maximum rate of so many mills on the 
dollar. The lowest limitation — one and one-half mills (two mills 
while the assessed valuation of the state was under ^900,000,000) — 
is found in Missouri, and the most liberal limitation — fifty mills on 
a half-value assessment — ^is found m Colorado. 

Constitutional and statutory limitations on the levies of the coun- 
ties and other local governments appear in all but the New England 
states and Maryland. The most common type of local tax rate re- 
striction is the fixed limitation, varying usually between ten and 
twenty mills for each class of government — counties, first class cities, 
second class cities, school districts, and so forth. Such a millage 
limitation is frequently graduated according to the assessed valuation 
or the population of the governmental units affected. Occasionally 
this regular millage limitation may be exceeded upon referendum 
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or, under recent legislation, upon review by the state tax commis- 
sion or other central control body. About a dozen states, mstead 
of placing fixed millage limitations upon local levies, provide that 
any one year’s levy must not exceed the levy of the preceding year 
by more than a fixed amount or stated proportion. Occasional in- 
stances occur of limitations of the total levy that may be made, or 
of limitations which fix a ratio between a local property tax levy and 
revenue received from other sources. Mmnesota has an exceptional 
limitation providing a maximum levy per capita for each class of 
local government. Finally we should note that many states limit 
particular levies for specific governmental purposes, as well as the 
total levy for each class of government. 

The most recent development m property tax rate restriction is the 
“blanket” or “overall” limitation applying not merely to the tax 
levies of particular classes of governmental units, but to the com- 
bined levies imposed upon property anywhere in the state. Begin- 
nmg with West Virginia in 1932, powerful propaganda campaigns 
by organized real estate interests mduced nme states to incorporate 
such “overall” limitations in their constitutions or tax laws. The 
Ohio limitation, most stringent of the nine, establishes a maximum 
of one per cent for the combined tax levies on any Ohio property. 

Most fiscal economists speak m flat condemnation of all property 
tax rate limitation laws.® Such limitations on local governments, 
which depend almost exclusively upon the general property tax, may 
become a fiscal straitjacket. If property tax rates imposed by local 
governments are restricted, but not their indebtedness, cities and 
other local governments hampered by tax rate limitations will re- 
sort to borrowing, even using money so obtained for current ex- 
penditures. A situation of this kind almost wrecked the credit of 
many Ohio cities some years back. If both tax rate and debt limi- 
tations are rigid, local governments may find it necessary, after a 
period of extravagance, to curtail highly desirable and even essential 
functions or improvements. After Ohio’s one per cent “overall” 

®Scc Glca Lcet and Robert W. Paige, Property Tax JJmitation Laws (Public Adtninis 
traUon Service, Monograph. No 36, 1934) For an analysis favoring ovcf-all limitations, 
&CC Lawrence G- Holmes, "Over-all Tax Limitation,” m Tax Policy League, Property Taxes 
(New York, 1940), pp. 35-43 
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limitation went into effect, many Ohio municipalities had to curtail 
their educational functions, and a few were forced to close their 
schools completely for a time. The chairman of the Illinois Tax 
Commission has summed up the case against property tax limitation 
laws in the followmg emphatic statement: 

The experience of states experimenting with tax limitation 
schemes indicates* first, that tax hmitation laws have not lim- 
ited property taxes; secondly, that they have not accomplished 
the reformation of the state-local tax systems; thirdly, that they 
have produced neither economy in government nor a construc- 
tive avenue of approach to that goal; and lastly, that these 
schemes have so frequently curtailed governmental service and 
produced fiscal chaos that the plan has been permanently dis- 
credited. The conclusion is inescapable that the tax limitation 
plan IS an unintelligent and meffective method of accomplish- 
mg desirable results.’^ 

But the issue is not entirely one-sided. For years economists have 
argued that local governments should break away from exclusive 
reliance upon property taxation. Some states have developed sys- 
tems of sharmg income, business, and other state-collected taxes be- 
tween the state and the local governments. But in other states the 
inertia of the fiscal status quo was too powerful to overcome. It has 
been precisely in these states that the pressure for tax rate limitation 
laws by the real estate mterests has been most persistent and most 
successful. As Professor Simpson writes of the recent campaign for 
^overall” rate limitations: 

In many states powerful groups who are so situated that they 
are able to escape any heavy share of the general property tax 
but who would be subject to substantial income, inheritance, and 
other types of taxation, are sufficiently influential— financially 
and politically — to make any change from the present tax sys- 
tem practically impossible. In some states these are banking and 
financial groups; in some, manufacturing and industrial groups; 
in some, minmg and utility groups; in others, various combma- 
tions of all of them* No matter what particular groups they may 

^Simeon E Leland, “Probable Effects of Tax Limitation in Ulinois/’ Tax Magazme, 
January 1935, p, 58* 
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be, their immediate interest lies in continuing the present gen- 
eral property tax and they arc sufficiently powerful to block every 
proposal for genuine reform of the property tax and for the de- 
velopment of mcome taxes and alternative forms of revenue. 

... In many states these groups have been able to entrench 
themselves behind the “uniformity clauses” adopted nearly a cen- 
tury ago and the cumbersome methods of constitutional amend- 
ment by which most of the states are bound They look upon 
these constitutional barriers as bulwarks against the adoption 
of . . , newer forms of taxation. . . As a result of considerable 
contact with efforts in this field, I have come — somewhat reluc- 
tantly — to feel that rigid property tax limitation will prove to be 
the most effective dynamite for “cracking” these strata of vested 
interests and of opposition to reform that have accumulated about 
our present tax system® 

COLLECTION 

The last step in property tax procedure is collection. At first 
thought this might seem a simple, routme transaction from which 
no problems could arise. But, as will be seen, problems there are, 
and serious ones, for both the taxpayer and the administration. 

Organization 

In most states, all current property taxes— state, county, town, vil- 
lage, district, and any others— are listed on a single bill and collected 
by a smgle official. In some thirty states this official is the county 
tax collector or county treasurer; m a few instances another county 
officer— a sheriff or a trustee— is charged with the responsibility. 
Occasionally the collecting function is entirely in the hands of a 
local collector. And there remain a few states where each taxing 
district has its own collectmg office, so that the taxpayers must make 
from two to six separate payments. 

Time and manner 

Property taxes are usually due and payable in a lump sum during 
the fall and winter months. The arrangement is hardly conducive 

« Herbert D Simpson, "Efiective Strategy for the Reform of the Tax System,” NaUond 
Kcd Estate Journal, Octobcir 19S6, pp 45-4^, 
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to efficient financial administration by the tax-receiving government, 
and IS highly inconvenient for business concerns and urban tax- 
payers generally. But it fits the farmers’ financial arrangements 
neatly, for it is m the fall and winter seasons that they have cash on 
hand from the sales of their crops. Farmers’ convenience was in the 
minds of the legislators when a half century or a century or more 
ago they first established property tax collection dates. Agrarian in- 
fluence in the state legislatures and general inertia have maintained 
the uncomfortable arrangement down to the present in many states. 

Every writer on the subject has recommended provision for instal- 
ment payment of property taxes. The National Municipal League’s 
model property tax collection law allows for payment m four instal- 
ments. To date twenty-four states have amended their tax laws to 
the extent of authorizing local tax bodies to provide for two-mstal- 
ment or quarterly collection. New York in 1934 passed an mtcr- 
esting law authorizing the creation of loan corporations to pay prop- 
erty taxes in lump sums on the due date. Such payment is covered 
by the taxpayers’ notes due at monthly intervals up to twelve months, 
and by a tax lien adhering to the property until the notes are fully 
paid. The corporations may charge a 2 per cent service fee, 4 per 
cent on the loan prior to maturity, and 6 per cent after default on 
any note. 

Sending out annual bills, a routine business procedure, would seem 
an indispensable clement of property tax collection routine. As far 
as can be discovered, tax offices of all large cities do send out bills.® 
But in less than one-third of the states are rural collectors required 
to mail bills; in some others, bills must be sent on the taxpayer’s re- 
quest. Where they have the option, most county and local collectors 
apparently content themselves with a general published notice of the 
time and place for tax payment. 

Delinquency and remedies 

In one county, the firm application of effective tax collection laws 
by an efficient administrative personnel may in normal times produce 
complete or almost-complete collection of current levies as due. A 


* A sample property tax bill is reproduced m Appendix B, p. 806 of this volume 
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neighboring county having the same collection laws but less efficient 
administration may fail to collect one-tenth of its current levy. Even 
during the “normal” 1920’s, particular districts in many states could 
be noted as havmg 25 to 50 cent delmquency ratios on their current 
tax levies. The average delmquency ratio for the country m 1928-29 
was 6 per cent; at the depth of depression in 1932-33 it was 17 per 
cent.^® Urban delmquency is more widespread than rural; as of 
1929, 150 cities with populations over 50,000 had an average delin- ' 
quency ratio of 10 per cent, and for 1933 their ratio was 26 per cent. 
With the general unprovement of business conditions after 1933, 
property tax delmquency declined; by 1938 the ratio for cities with 
populations over 50,000 was again down to 10 per cent.^^ Although 
the contrary might be found in individual districts and cities, as a 
general rule delmquency is greatest for undeveloped properties and 
small-value properties, lowest for stores, offices, and industrial prop- 
erties. 

Prior to the depression of 1929-33, no one considered property 
tax delinquency a serious problem. Penalties for late payment were 
charged as a fixed percentage of the delinquent tax, or as a high in- 
terest rate, or as a combination of both. With such penalties, half 
the delinquencies were paid up within a year, and rarely did more 
than a quarter of the delmquencies continue for over three years. 
Against continued and cumulated delmquency, the usual procedure 
was the “tax sale,” at which hens for the amount of unpaid taxes, 
rather than the properties mvolved, were auctioned off. The pur- 
chaser paid the delmquent taxes, and received in return a lien against 
the property covering the amount paid plus interest and certain 
other charges If within a specified period, the property owner 
failed to pay off the lien and extra charges, the hen holder either ac- 
quired title to die property subject to certain qualifications, or was 
given the right of foreclosure under the lien. Until 1931 the num- 

^“Leo D Woodworth, “Collection of Property Taxes with Special Reference to Real 
Estate,” in Nattonal Tax Association, Proceedings of the Twenty-Seventh National Confer- 
ence, 1934, pp 330-354 

llPredenck L Bird, The Trend of Tax Vehnguency, 1930-1938 (Dun and Bradstrect, 
New York, 1939). 
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ber of persistent delinquencies was sufficiently low and the market 
for tax liens sufficiently large to assure most governments of con- 
tmuous full return on their tax levies. 

From 1932 through 1934, property tax delinquencies reached crisis 
proportions. During 1933 delinquencies on current levies were in 
many cities running to 30, 40, even 50 and 60 per cent. In Michigan 
the average for the state in this year was 40 per cent. And a tre- 
mendous backlog was pilmg up. To have put all delinquent prop- 
erties up for tax sale would further have wrecked the real estate 
market for many communities, might have led to vicious popular 
uprisings, and would have been useless anyway, since sufficient in- 
vestment capital to buy all the tax hens involved was not forthcom- 
ing. Popular pressure forced the enactment of much “delinquency 
leniency” legislation — ^laws that extended the time of payment, re- 
duced or waived penalties already accrued for delmqucncy, or post- 
poned the date of tax sale — ^which, by inducing many who could 
have paid their taxes to hold them back, only made matters worse. 

Depression experience directed popular and official attention to 
property tax delinquency, exposed it as a serious problem inade- 
quately covered by existing law or administrative procedure. No 
single simple solution is to be sought. Evidence aplenty indicates 
that “current” delinquency— payment delays of a year or less — cor- 
relates closely with the inefficiency of collection procedure. Reason- 
able penalties firmly applied by an efficient collection office are the 
only cure here. Continued cumulated deficiencies in “normal” 
times are a sign either that a farm or business enterprise is econom- 
ically submarginal (counting the tax as a normal cost item), or that 
it is in the wrong hands. In the first case provision must be made 
for its reversion to state or local government and its reincorporation 
into the public domain. In the second case, the way must be 
smoothed through better “tax sale” laws for its transfer to holders 
more capable of managing or sustaining it. For delmquent rent- 
producing properties a system of “tax receivership,” under which 
the properties are administered by a public receiver, has been de- 
veloped in Ohio, Illinois, and New Jersey, 
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PROPERTY TAX REFORM— THE CLASSIFIED 
PROPERTY TAX 

In the course of the preceding pages, we have had occasion to con- 
sider many specific improvements of the property tax system. Many 
students of property tax problems feel, however, that these inci- 
dental patches on the property tax structure cannot cure its basic 
defects. Fundamental reform, not superficial correction, is necessary. 
Most popular reform proposal has been the classified property tax. 

The prmciple of the classified property tax is the classification of 
taxable property for the application either of varymg assessment 
ratios, or varying tax rates, or special in lieu taxes. According to the 
proponents of the reform, these assessment or rate discriminations, 
if properly adjusted, can elimmate many of the distributional in- 
justices of general property taxation. Even more important, it is 
argued, property which seeks to evade the current high rates of ordi- 
nary property taxation would be listed for the low assessment ratios 
or rates of the classified tax. 

History 

Georgia offers the earliest example of the classified property tax 
thus defined. Her constitution of 1868 permitted the classification 
of property for tax purposes. In 1870, the city of Savannah provided 
for the taxation of real estate at 1% per cent and of mtangible per- 
sonalty at one-quarter per cent. This early attempt at a classified 
property tax was abandoned m 1877 and the Georgia constitution 
arnended to provide for tax uniformity. Pennsylvania levied a three- 
mill tax on mtangibles m 1879, and this application of the principle 
of the classified property tax has persisted to the present time. Con- 
necticut, in 1889, replaced the general property tax on bonds, notes, 
and other documents of ownership with a registry tax. Rhode Island 
applied a four-mill tax t6 bank deposits in 1893. Maryland legal- 
ized classification m 1896. 

From this time on, there are two trends to be followed in the 
devel^ment of the classified property tax. On the one hand, states 
constitutionally barred from levying classified property taxes 
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amended their constitutions to permit this form of taxation. On 
the other hand, a growing number of states empowered to levy clas- 
sified property taxes actually embraced the reform. At the present 
time, thirty-five states have constitutions permitting property classi- 
fication, and twenty of these levy classified property taxes. In six 
states the prmciple is applied fairly comprehensively to all forms of 
property. More commonly, only specified classes of intangibles are 
subjected to low mill rates or to recording taxes. 

Classified taxation of realty 

Classified property taxes are extended to elements of real property 
m but four states. Louisiana assesses the land and the factories of 
plants utilizing waste wood products at 10 per cent of their true 
value. Smee the purpose of the special assessment ratio is neither 
to mtroduce greater distributive justice into property taxation nor 
to discourage property tax evasion, this is hardly an example of true 
classified property taxation. Rather, Louisiana’s special assessment 
ratio is a sort of bonus to encourage a particular class of industry 
True applications of the prmciple are the special assessment ratios 
applied to various classes of land in Minnesota and Montana, and 
the varymg limitations on the tax rates applied to three categories 
of real property in West Virginia. In Iowa, Minnesota, and West 
Virgmia, special low assessment ratios or low rates are applied to 
homestead properties. 

Classified taxation of tangible personalty 

Six states — ^Kentucky, Mmnesota, Montana, Ohio, Virginia, and 
West Virginia— apply their classified property taxes to tangible per- 
sonalty. Their methods, however, differ widely. Virgmia and 
Kentucky place special tax rates on elements of tangible personalty. 
In Virginia the m l ling stock of railroads and motor carriers is taxed 
at 25 mills, and all other tangible personalty except tools and ma- 
chinery at 7J4 mills. Kentucky levies a five-mill state tax on agricul- 

12 Minnesota assesses wnplatted land at pne-tbird o£ its true value, platted land at two- 
jfifths of Its true value, and xroa ore deposits at one-half of their true value Montana 
assesses all land and improvements at 30 per cent of then true value. 
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tural products and further provides that county taxes on such prop- 
erty may not exceed 1^ mills; machmery pays only the five-mill 
tax. Mmnesota, Montana, and Ohio apply special assessment ratios 
to various categories of tangible personalty. Montana has estab- 
lished five categories,^® Minnesota four, and Ohio two. West Vir- 
ginia accomplishes classification by setting varying rate limitations 
for three classes of personalty. 

Classified taxation of intangibles 

Thirty states still tax, or make a pretense of taxing, intangible 
personalty. Of these, twenty-one employ the classified property 
tax.®^ 

By far the favorite method of subjecting intangibles to a classified 
property tax is the special mill tax. Louisiana and Montana alone 
apply special, assessment ratios to particular classes of intangibles. 
Louisiana assesses corporation bonds at 10 per cent of their par value, 
while Montana assesses money and deposits at 7 per cent of actual 
value, bank shares and other moneyed capital at 30 per cent of their 
true value, and other mtangibles at 40 per cent of then true value. 
As against these two, eighteen states and the District of Columbia 
tax specified classes of intangibles at special null rates. 

About half the latter apply their special mill rates to all classes of 
intangibles, while the others so tax only certam classes of intangibles. 
Where only particular classes of intangibles are subjected to special 
mill rates, the other classes arc generally altogether exempt from 
property taxation. Thus, California completely exempts savings de- 
posits or mortgages on local property from property taxation. 
Money and deposits are two classes of intangibles most commonly 
brought under the special mill rates. Busmess credits — bills and 
notes receivable — are also a favorite subject of the classified property 
tax. Special mill rates are less commonly applied to corporation se- 

^^The proceeds of mines are taxed on their full value Household goods, machmes, 
motor vehicles, and boats are assessed at one-fifth of true value Mming fixtures and 
supplies are assessed at three-tenths of true value Live stock, farm implements, and stocks 
of merchandise pay on onc-third of their true value. Other elements of tangible per- 
sonalty arc taxed on two-fifths of true value. 

^^The most recent analysis is National Assoaation of Assessmg Officers, Property Taxa* 
tion of IntongfhUs (Bulletin No 21, 1939). 
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curities and mortgages; the former arc usually altogether exempt 
from property taxation, and the latter are more often subjected to 
recordmg taxes. Uniform state rates on corporate excess and bank 
shares might also be considered an element of classified taxation 
of intangibles. 

Special mill tax rates vary from the Massachusetts one-half mill 
tax on certain deposits which corporations make with the State 
Treasurer, to the Nevada eight-mill tax on solvent credits, “foreign” 
mortgages, and corporation securities. Sometimes a uniform mill 
rate is levied on all taxed intangibles, sometimes two or more mill 
rates are levied on as many classes of mtangibles. 

Recording taxes 

In ten states secured debts are freed of annual property taxes and 
subjected instead to recording taxes. Mortgages, bonds, and other 
mstruments brought under such taxes usually have no legal validity 
unless they arc recorded with a designated state officer and the tax 
paid on the occasion of such recordmg. Not only does such record- 
ing validate the instrument, but it also accords exemption from reg- 
ular property tax levies The exemption may be effective either for 
a specified period of years, or for the life of the instrument while 
in the possession of the owner who recorded it. Recording tax rates 
may be fixed at so many mills on the dollar, or may, as in Minnesota 
and Oklahoma, be graduated according to the life of the recorded 
instruments. 

Critique 

In some respects, the accomplishments of the classified property 
tax would appear to sustain the claims of its proponents. Most states 
reported large increases m the assessments of mtangibles followmg 
the introduction of low mill rates. Analysis of the per capita assess- 
ments of intangibles in general property tax states and m classified 
tax states shows considerably higher assessments in the latter group. 
And the same conclusion results from a study of per capita assess- 
ments of intangibles in cities. Without question, the appheation pf 


15 gee pp. 384 and 385 of this vplprop. 



408 


PROPERTY TAXES 


low assessment ratios or low mill rates to mtangiblcs increased, for 
a while at least, the amount of such property coming on the tax list. 

But when attention is shifted from assessments to tax receipts, the 
picture is not so favorable. Increased assessments of mtangibles 
which followed upon a change from a general property tax to a 
classified property tax were in many states more than matched by 
the consequept decrease in effective tax rates; tax revenues from in- 
tangible personalty fell off under the classified property tax. This 
condition prevailed in Connecticut, Iowa, Kentucky, Montana, Ne- 
braska, and Oklahoma. Upon the advent of the classified property 
tax in these states, the tax burden on mtangible personalty actually 
declined. In some of the other states, where the change to a classi- 
fied property tax apparently resulted in increased tax yields from in- 
tangibles, contemporaneous improvements in tax administration 
deserved as much credit for the increase as did the changes m the 
character of the tax. 

As Simeon Leland has pointed out, “the principal service of classi- 
fication has not been as a fiscal measure to fill public treasuries but 
to provide greater justice and flexibility in the operation of the prop- 
erty tax.” The general property tax posed a dilemma of equity — 
cither mtangible personalty escaped assessment and so did not bear 
Its due share of property tax burden, or it was assessed at full value 
while other property was fractionally assessed and so had to bear an 
excessive burden. Without producing a revenue gain, and some- 
times at a sacrifice of revenue, classification relieves this injustice. 

Just as the highest hopes of classified property tax advocates have 
failed of realization, so also it must be recognized that the worst 
fears of its opponents have proved groundless. Removing the re- 
quirement of uniformity and proportionality, it was formerly 
argued, would throw wide open the door to favoritism m tax legisla- 
tion. Property, it was charged, would be classified for low assess- 
ment ratios or for low mill rates with intent to favor special inter- 
ests rather than for the general fiscal welfare. But except for some 
middle western states where agricultural products have been unneces- 

Simeon E. Leland, '‘Some Observations Concernmg the Classified Property Tax,” w 
Tftx Policy League, Property Taxes (the League, New York, 1940)* p 115, 
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sarily classified for low assessment ratios or tax rates, the predicted 
logrolling has failed to materialize to any marked extent. The clas- 
sified property tax has been treated as an instrument of fiscal reform, 
and there have been few attempts to turn it to ulterior ends. Classi- 
fied property taxation has introduced no new detrimental elements 
into the American system of property taxation. 

PROPERTY TAX REFORM— ABOLITION OF 
THE PERSONALTY TAX 

Because of the administrative difficulties of assessing tangible and 
intangible personal property, and the mjustices arising from the 
taxation of such property, some fiscal writers have been led to argue 
for the complete abolition of personal property taxation and the 
transformation of the general property tax into a real property tax. 
To some extent this argument is in Ime with the current of events. 
Disappearance of the personal property tax has been a feature of 
European tax history. Fourteen American states so far have dis- 
carded their intangibles tax. Several, as we saw earlier, have 
dropped the taxation of tangible personalty. The movement has the 
support of the National Tax Association.^® 

Abolition of the personal property tax, or of a major portion of 
the tax, by itself would, it must be recognized, work a sharp injus- 
tice. Personal property, no less than real property, embodies tax- 
paying ability. Outright exemption of personal property would 
throw a disproportionate tax burden on real property. Clearly, the 
release of personal property from the burden of property taxation 
must be counterbalanced by the imposition of other taxes mdireedy 
reachmg personal property values. 

Special busmess taxes and personal income taxes are most fre- 
quendy suggested as substitutes for the personal property tax. Most 
business taxes, as administered by state ofiScials, are free of the prac- 
tical shortcommgs which mark a locally administered personal prop- 
erty tax. Transfer from a personal property tax paid by business 

See p 364 o£ this volume 

^*For an opposing view, see J. L. Jacobs, “Exemption of Tangible Personalty,” in Tax 
Policy League, T4?p BxemfHionf (the League, New York, 1939), pp 141-154, 
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concerns to a special business tax changes somewhat the distribution 
of the tax burden But this consideration does not condemn the 
transfer. It could hardly be argued that the burden of the personal 
property tax is so perfectly distributed that any change would have 
to be for the worse. Moreover, while the spirit of fiscal localism will 
not tolerate state administration of the personal property tax— which 
might give the tax some chance of success — ^it will permit a state- 
admmistcred business tax to be substituted for the personal property 
tax. Unlike the property tax, which is looked upon as bemg of in- 
herently local character, busmess taxes are generally viewed as ele- 
ments of a state tax system. 

The wisdom of substituting a personal income tax for the personal 
property tax paid by individuals is not so certain. A personal in- 
come tax IS, m general, quite as difficult to admmister as a personal 
property tax. In industrial states, where specialized tangible prop- 
erties and intangible values are heavily concentrated, and where a 
large proportion of personal income is derived from business, mvest- 
ments, and salaries, the balance of administrative facility may favor 
the mcome tax In agricultural states, where personal property is 
largely represented by such tangible elements as live stock and farm 
implements, and where personal income derives largely from farm- 
ing, the difficulty of administermg a personal income tax may exceed 
that of admirfistering a personal property tax. 

PROPERTY TAX REFORM— THE LAND VALUE TAX 

A final school of property tax reformers would eliminate not only 
all personal property taxation but also a part of the realty tax. They 
would confine property taxation to the site value and the natural 
fertility value of land, and exempt all buildings and improve- 
ments. Land fertility and site values, they argue, are m no way the 
result of effort on the part of their owners. These are “natural” 
values which the owners are enabled to pre-empt because of the 
existence of the State and the body of law it supports. Land values 
are therefore felt to be a peculiarly suitable subject for taxation, in 
-contrast to houses and factories, which result from the efforts of their 
bpjlders, Furthermore, it is argued that fejjcving buildmgs and jna- 
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provements from taxation and imposing additional burdens on land 
values, will check the holding of unimproved land for speculative 
purposes. By sucking all profit from such speculative holding, heavy 
land value taxes will force owners of unimproved land to build upon 
It, and thus aid the community’s economic progress. Finally, 
proponents of land value taxes point out that taxes on land values 
generally rest on the owners, whereas taxes on buildings are shifted 
to the tenants of such buildings m the form of higher rent charges. 
Untaxing buildings and other improvements will ease the tax bur- 
den on the poorer classes of the community who rent their homes. 

“Smgle Taxers” were the first active champions of the land value 
tax. One all-embracing tax on land values, they argued, would pro- 
vide sufficient revenue for all governmental purposes; all other ele- 
ments of state and local revenue systems could be dropped. But 
when the inadequacy of the general property tax as a provider of 
present state and local revenues is remembered, the impossibility of 
depending upon a land value tax as a smgle tax is self-evident. The 
impracticability of the single tax proposal, however, should not re- 
flect upon the land value tax, which, of itself, deserves independent 
consideration. 

Land value taxes have a history going back over fifty years in 
some of the Australian provinces and New Zealand. Recently a num- 
ber of Canadian cities have attempted to rely upon lahd value taxes 
as single taxes. In the United States, various California irrigation 
districts, Houston (Texas), and Pittsburgh and Scranton (Pennsyl- 
vania) have experimented with the possibility of “untaxing” im- 
provements. Mississippi, in 1926, provided for the exemption of all 
improvements on farm lands. Serious attention has been given to 
the suggestion for untaxing improvements in New York City and 
elsewhere. 

Upon survey, land value taxes make a favorable showing when 
they are not levied as a single tax.^® Occasionally, the simultaneous 
“untaxing” of improvements and the imposition of additional taxes 


Harold S Buttenheim, ‘‘The Case for Low-Rate Taxation of Improvements,” in 
Tax Policy League, op, cii , pp 135-152 For a contrary view, see Jens P Jensen, “Exemp- 
tion of Improvements,!’ m Tax Policy League, op cti,, pp. 206-221 
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on land values causes owners of unimproved land to rush improve- 
ments and the erection of buildings. The resultant false bmlding 
boom may seriously weaken local real estate credits. Such an un- 
fortunate result can be prevented if the change is inaugurated grad- 
ually as in Pittsburgh, where the “untaxing” of buildings and the 
shifting of the tax was spread over ten years. It should be noted, 
however, that the land value tax is susceptible of application only in 
urban regions where separate assessment of site value and of the 
value of improvements is possible. In rural regions, an assessor can- 
not separate the value of a farm into the value of its natural fertility 
and the value resulting from the labor of cultivation. Farm build- 
ings may represent only a fraction of the value of labor put into a 
gomg farm. To “untax” the value of farm buildings, but to tax at 
a higher rate the value of improvements represented by soil cultiva- 
tion, would deny the basic principles of the land value tax. 

y, ' THEORETICAL CONSIDERATIONS 

America has taken serious practical interest in property tax prob- 
lems, but has been little inclined to explore its theoretical aspects. 
Whole libraries of information are available on the administrative 
features of the tax while a page or two at the most covers everything 
written on property tax theory. We have a few deductive general- 
izations on iW incidence, a few incidental comments on its distribu- 
tive efFects. In part this paucity of theory results from the inherent 
complexity of the tax. In part it is a consequence of the wide varia- 
tion of the tax as among states, with no archetypal levy available for 
analysis. 

Incidence 

On the basis of arguments advanced in Chapter XI, were the 
property tax in any state truly a general property tax— were it a uni- 
versal tax applymg uniformly to ail property values — we could state 
categorically that it was an unshiftable non-capkalizablc tax. But, 
as we have seen, the so-called “general property tax” is in practice a 
of special property taxes, sometimes at diflfermg rates, on par- 

See |> 252 of this volume 
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ticiJar types of property. Some states tax real property only. Others 
tax realty and tangible personalty. Still others apply a uniform tax 
rate to realty, tangibles, and certain categories of intangibles. The 
twenty-one states with classified property taxes employ rates that dis- 
criminate between intangibles and other property. And finally, un- 
equal assessment and evasion make property taxation anything and 
everything but “general.” With these observations to guide us, wc 
may lay down certain limited generalizations derived from our earlier 
consideration of the principles of tax incidence: 

(1) Taxes paid on property held for personal use cannot be 
shifted. 

(2) Taxes paid on the natural fertility or site value of parcels 
of land cannot be shifted 

(3) Taxes paid on business structures and personalty may be 
shifted by being incorporated m the prices of items produced 
through the instrumentality of the taxed property. 

(4) Taxes paid on rented buildings and personalty may be 
shifted by being incorporated in rent charges, subject to the 
following qualifications: 

(a) Long-term leases may block such shifting for consider- 
able periods of time. 

(b) In deteriorating neighborhoods, demand for rented 
quarters is not likely to press upon the available supply in a 
manner to permit a shifting of die tax. 

(c) The alternation of speculative building booms and col- 
lapse may prevent the tax factor from becoming a price de- 
terminant m the actual real estate market.^^ 

N 

Taxes on business properties involve three elements of discrimina- 
tion which may interfere with tax shifting otherwise possible. 
Large business enterprises generally have relatively heavier invest- 
ments in land and buildings than small concerns, which frequently 
rent their quarters. Consequently, large enterprises sustain an ele- 
ment of property tax burden not universally or proportionately 

See pp 246-252 of this volume. 

22 The following graphic illustration of this proposition is derived from Herbert Simpson, 

^ “The Inadcncc of Real Estate Taxes,” Ammcan Economic Review, Vol. XXII, 1932, 
pp 224-225. 
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borne by small concerns. This particular discrimination of the 
property tax probably has little effect on tax mcidence, since for 
most large business enterprises the advantages of ov^^ning the land 
on which they operate offset any factor of additional tax burden. 
More important is the consideration that the proportion of property 
holdings to turnover varies among busmess concerns. A property 
tax bears relatively more heavily on busmess enterprises whose prop- 
erty holdmgs are large in relation to turnover than on concerns 
with small property holdings. Fmally, tax rates and assessment 
ratios differ in various localities in each state. As between two com- 
petmg concerns owning property of the same value and having turn- 
overs of the same size and value, if one is located in a rural district 
and the other in a city, the latter is in all probability subjected to a 
much heavier property tax. There are also wide differences in 
tax rates and assessment ratios among different cities m the same 
state. 

Differences in the burden of the general property tax as measured 



Line DD represents normal demand for buildings, line SS the normal supply cost with- 
out tax> line TT the supply cost with tax The margin of production without ,thc tax is 
found at X, with the tax at X' XY represents the level of prices or rentals for building 
accommodations without the tax; X'Y^ the supposed higher prices or rentals which, accord- 
ing to usual theory, would eventually be established as a result of the tax therefore, 

represents the portion of the tax shifted 

But speculative mania during a boom period inflates demand to D'Mf above the point 
where the addition of the tax to the supply cost can affect prices or rentals. The specula- 
tive craze collapses at MN , and demand falls to its normal curve— at tbix point, because of 
overbuilding, considerably below Imc SS representing supply-cpst without taxes. Again th,c 
tjix factor IS out of the picture as a price or rent deteritunantt 
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by the retail sales value of goods and services produced must be the 
rule rather than the exception as among competmg business con- 
cerns The concerns with the lightest relative property tax burden 
can generally shift their tax by incorporating it in the price of the 
goods or the services they sell. Heavier-taxed firms can increase 
their prices only in the same proportion as the lighter-taxed firms. 
Unless the group of heavier-taxed enterprises mcludcs any large pro- 
portion of concerns operatmg around the no-profit margin, which 
would be driven out of business unless they succeeded in shiftmg all 
of their property tax burden, the heavier-taxed enterprises must bear 
the excess tax burden imposed upon them by the property tax. 

Since American property taxes fall far short of being universal, to 
the extent that they are not shifted, they are generally capitalized — 
purchasers “buy themselves free” of all special tax burden by paying 
lower prices. Since a majority of properties change hands in the 
course of a decade, most present property owners, we may conclude, 
are bearmg as a true burden only the tax increases of the past ten 
years. The burden of all earlier tax increases was loaded, in capi- 
talized form, on the previous owners. Exceptions to this generaliza- 
tion may be noted where speculative optimism or a traditional in- 
elasticity in land prices has interfered with tax capitalization, but 
these exceptions are not sufficiently numerous to shake the general 
rule. 

Distributional considerations 

According to Professor Simpson,®® the justification first advanced 
for property taxation in the colomal and early federal periods was 
the “ability” theory. In those early times, with income-producing 
wealth mamly in the form of real property, it is quite probable that 
the property tax worked well as an “abiUty” tax. Toward the mid- 
dle of the nmeteenth century, however, land-ownmg opponents of 
the expandmg functions of government turned to the benefit theory 
as an argument against their being taxed for the support of these 
new functions. .Whereupon debate raged around the property tax 


23 Herbert D. Simpson, “Tbc Changing Theory of Property Taxation,” Apiencan Ecq- 
nomte Remew, Vol. XXIX, September 1939, pp 453-467, 
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as a “benefit” tax. Some argued that a tax on property distributes 
costs of government essentially in the same proportions as govern- 
mental benefits, which arc primarily for property protection; others 
argued that the benefits of educational and social expenditures are 
distributed far differently from property tax burdens, so that the 
property tax is imjust from a “benefit” viewpoint. Now, according 
to Professor Simpson, the “benefit” phase of analysis has passed, and 
the property tax again finds its justification on an “ability” basis. 

Upon examination, however, the “ability” argument for the prop- 
erty tax IS revealed as bemg based on a false premise — ^namely, that 
individuals receive income in proportion to their property holdings. 
Contrast the present circumstances of many professional and sal- 
aried men whose incomes run into tens, even hundreds, of thousands 
of dollars, with the situation of “land poor” farmers— who own hun- 
dreds of acres of land but can barely wring a meager livelihood 
from them. Surely the former have greater “taxpaying ability” than 
the latter, yet the property tax passes over the salaried or professional 
man and presses with crushing weight on the farmer. Property 
might have been considered a fair measure of “ability” in colonial 
times, but it is an inadequate criterion today. Even if a property tax 
were truly “general,” it would be far from perfect according to the 
criteria of tax distribution. 

What is more to the point, the property taxes actually levied per- 
petrate serious direct distributional injustices. In some states, as 
previously stated, the law makes no distinction between such repre- 
sentative intangibles as mortgages or corporation securities, and the 
basic real and tangible properties which they represent. Some prop- 
erty values may, therefore, be taxed twice or even several times. No 
intricacy of legal fictions can disguise the fact that double or multi- 
ple taxation of particular properties, uncompensated by similar treat- 
ment of other properties, constitutes a serious economic discrimina- 
tion. Furthermore, by law or in practice, many forms of property 
escape the property tax. Such properties are sometimes subjected to 
special taxes which take the place of the property tax, but often 
enough the escape is absolute. And notoriously, some properties arc 
overvalued and others undervalued in the process of assessment 
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Rate uniformity avails not at all when rates are based on unequal 
assessments. A uniform rate levied on unequal assessments results 
m unequal tax burdens. 

In a community where there are no sharp inequalities m wealth 
and where the mass of property is of tangible, readily assessable 
character, the worst mjustices of the general property tax do not de- 
velop. Tmkermg and patching can soften the abuses that do arise. 
Given good administration, the general property tax may well prove 
a satisfactory method of taxation in states of essentially agricultural 
character. But as a community becomes more industrialized, as the 
distribution of wealth and income diverge, and as the intangible 
forms of property values increase m importance, the maladjustments 
of property taxation become ever more glarmg. 



CHAPTER XVII 


Poll, Personal Income, and Payroll Taxes 

Poll and personal income taxes have long been linked together in 
fiscal analysis as the two sole examples of personal taxation — taxes 
imposed on mdividuals as individuals. To these must now be added 
the new federal social security tax on employees’ wages and salaries 
smce It is, m effect, a special personal income tax. Such classifica- 
tion IS highly arbitrary, for receipt of income is no more a charac- 
teristic of personal mdividuality than any number of other factors — 
ownership of property, for one. But, m default of any sounder func- 
tional classification of taxes, we shall accept the authority of prece- 
dent and bracket the three taxes. 

POLL TAXES 

The poll tax is a fixed sum levied on persons as persons. In the 
United States, it dates back to colonial times. Large landowners 
particularly, who saw in the poll tax an opportunity to shift part of 
the tax burden to the srhall landowners and the landless, considered 
it an especially just and appropriate form of taxation. But as varia- 
tions in wealth and income increased, the’ poll tax was held to in- 
volve serious discrimmation, to be baldly regressive in its economic 
effect, and to lack justification under both the benefit and the ability 
doctrmes of taxation. Although criticism of the poll tax as a form 
of state or local taxation has never been hushed, the moderation of 
the levy has spared it serious legislative attack. Instead of disappear- 
ing from state and local tax systems, the poll tax has actually become 
more widespread durmg the past quarter century. State poll taxes 
during 1938-39'' yielded 18,500,000. Local levies produce around 
$6,000,000 a year. In some southern states, the poll tax is a greater 
revenue producer than the mcome tax. 

4J9 
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Present status 

Poll taxes, generally reserved for local use, appear m three-fourths 
of the states. A few state governments, mostly in New England 
and the South, impose poll taxes. Sometimes the poll tax is ex- 
clusively a county tax, sometimes it is levied by villages or towns. 
Occasionally, independent poll taxes are levied by several classes 
of local governments in one state. 

The poll tax is everywhere limited to adults. To prevent the 
application of the tax to persons probably without earning capacity, 
a maximum age limit, from fifty to seventy years, is commonly 
set. Women are subject to the poll tax in some of the states making 
such levy. 

Special exemptions are frequent in the imposition of poll taxes. 
Soldiers and sailors, disabled individuals, paupers, the deaf, the 
dumb, the blind, and the insane are among the classes exempted. 

Poll taxes are universally levied as flat charges, without gradua- 
tion, and the tax is usually between one and three dollars. The 
highest charge, five doUarSy is found in some Pennsylvania cities. 

State._and .local poll tax revenue is occasionally treated as general 
revenue available for any and all governmental expenses. In most 
states, however, such revenue i s ea rmarked either for school or road 
use. 

Twelve southern states mak(^payment of the poll tax a prerequi- 
site for voting. No attempt is made to collect the tax from Negroes, 
and theif failure to pay the tax is then utilized to bar them from 
the suffrage. In these states, payment of the poll tax by the whites 
has become a matter of racial prestige, assuring them continued 
political supremacy. The southern poll tax has lost most of its 
fiscal significance and has become an instrument of politico-racial 
re^lafidh. Condemnation of this use of the poll tax by President 
Roosevelt aroused controversy in which the fiscal issue played prac- 
tically no part. 

Theory 

Under the Constimtion, the federal government cannot levy a 
poll tax unless it is apportioned among the states according to 
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population — a practically meaningless limitation. The only federal 
constitutional limitation on state or local poll taxation is derived 
from the “equal protection of the laws” provision prohibitmg im- 
proper discrimination. But so moderate are the sums involved that 
cases on poll taxes rarely, if ever, reach the higher courts, and there 
arc no leadmg decisions to indicate the attitude of the courts on 
the applicability of the “equal protection of the laws” limitation to 
poll taxation. Poll tax levies are made mandatory by the consti- 
tutions of a quarter of the states. In a few other states, on the 
contrary, they are flatly forbidden by constitutional decree. 

Smce the poll tax is levied on each mdividual as an individual. 
It relates to no class of busmess transactions which would permit 
Its direct shifting. If a local poll tax were extremely heavy, the 
floatmg population of the locality might conceivably move to other, 
lower-taxing districts, and by leavmg a labor shortage in the taxing 
locality, cause a wage increase there suflicient to cover the amount 
of the tax. But with poll taxes rangmg between one and three 
dollars, the probability of shiftmg poll taxes by wage increases is 
very slight. 

The poll tax finds no justification under any of the doctrines of 
tax distribution. Benefits of road and school maintenance for which 
poll taxes arc usually levied can hardly be thought of as divided 
equally among the adults of the taxing district. Nor in these days 
of inequality in personal wealth and incomes can the adult indi- 
vidual be considered the norm of taxpaying ability. 

At first glance, the administration of the poll tax seems extremely 
simple, since only a list of names is necessary for its collection. 
Nevertheless, evasion is surprisingly extensive. In the southern 
states, where poll tax payment is a prerequisite of suffrage, the fiscal 
element is subordinate to the political. Tax collection is pressed 
only where the dommant political party wants an mdividual to be 
registered as a voter. Poll tax administration is very imperfect even 
in other states. Individuals who own no property escape the asses- 
sor’s eye, and the poll tax has tended merely to supplement the 
general property tax. 
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Critique 

Poll taxes m the twentieth century are a fiscal anachronism. 
They offend every standard of good taxation, and the revenue there- 
from IS too small to justify the levy of a tax with such distributional 
shortcomings. 

THE FEDERAL PERSONAL INCOME TAX 

During the prosperous 1920’s, the personal income tax was one 
of the mainstays of the federal tax system. The $1,147,000,000 it 
produced in 1930 was but little less than the yield of the corporation 
mcome tax, many times more than any other tax or related group 
of taxes. But at the low pqint of depression in 1933, it produced 
a bare $350,000,000. With the recovery and higher rates of the 
next four years, its yield mounted steadily. In 1937 it contributed 
$1,092,000,000, 21 per cent of the total federal revenue. On the 
basis of mcreased “defense” rates imposed by the revenue acts of 
1940 and 1941, and the rismg level of national income resulting 
from the defense effort, it was anticipated that the yield of the 
federal income tax would pass $2,000,000,000 and perhaps reach 
$3,000,000,000. 

History ^ 

American utilization of the personal income tax followed English 
experience with a sixty- to seventy-year lag. The first English 
income tax was imposed m 1799 as a fiscal incident of the Napole- 
onic wars. This levy was repealed at the conclusion of the war, 
but in 1842 the tax reappeared as a permanent element of the Brit- 
ish revenue system. The first American federal mcome tax was 
imposed to finance the Civil War and was repealed within a decade; 
the tax entered as a permanent peacetime levy m 1913. 

In 1861, as a war revenue measure, the federal government levied 
its first personal income tax. Initially the rate was 3 per cent on 

1 See Roy G and Gladys C. Blakey, The Federal Income Tax (Longmans Green, New 
York, 1941) 
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incomes in excess of $800, with special rates of 1^4 pcr cent on the 
mterest from government bonds and 5 per cent on mcomes gomg 
out of the country to nonresident Americans Before returns were 
made under this act, the law was amended and the rates made 
progressive — 3 per cent on incomes between $600 and $10,000, 5 
per cent on incomes over $10,000. Interest and dividends were 
taxed at 3 per cent, and the tax was collected at source. 

In 1864 the rate schedule of the personal income tax was sharply 
raised. Rates on 1863 income were set at 10 per cent, 15 per cent, 
and 20 per cent Along with other internal revenue levies, per- 
sonal income tax rates were tapered off after the war, but because 
of the inflationary prosperity of the times, the yield rose until in 
1866 It reached $73,000,000 In 1867 the progressive rate schedule 
was dropped, and the tax became a proportional 5 per cent on all 
income in excess of $1000. In 1870, the rate was reduced to 2 ]^. 
per cent, and the exemption raised to $2000. Two years later the 
tax was dropped completely. 

Again in 1894 the federal government experimented with in- 
come taxation. The Wilson tariff bill mtroduced in that year was 
expected to reduce customs revenue, and an income tax was attached 
to cover the anticipated deficiency. Although Senate amendments 
to the Wilson bill restored tariff protection and the probability of 
undiminished customs revenue, agrarian pressure was so msistent 
that the income tax proposal could not be dropped. The tax ap- 
plied both to business and personal income, and the income con- 
cept included capital gains and inheritances. The rate was 2 per 
cent, with a $4000 exemption for personal income. Before the tax 
could become fairly operative, however, the Supreme Court in two 
five-to-four decisions ® held that a tax on the income derived from 
real or personal property was a tax on the property itself, hence a 
“direct” tax which must be apportioned among the states in pro- 
portion to population. With this decision, a federal personal in- 
come tax was impossible until either the Supreme Court reversed 
itself or the Constitution was amended. 

Within-two decades the Supreme Court did reverse itself on this 


^Polhc\ V the farmers’ Loan & Trust Co., 157 U. S. (1895) 429, 158 U. S. (1895) 601. 
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very pomt.^ But meanwhile a constitutional amendment had been 
passed by Congress in 1909, and three-fourths of the states had rati- 
fied It by 1913. Its language was exceptionally direct and precise; 
It provided that 

Congress shall have power to lay and collect taxes on incomes, 
from whatever source derived, without apportionment among 
the several States, and without regard to any census or enumera- 
tion. 

Thus authorized, Congress immediately enacted a personal income 
tax which was the progenitor, m direct line of descent, of the present 
federal income tax. Motivation for this 1913 income tax law was 
as much an intent to attack inequality of wealth and income as to 
provide the federal government with additional revenue. 

The 1913 personal income tax was intended, unwisely perhaps, 
to complement the one per cent corporation income tax which 
had been imposed in 1909 and which was continued unchanged — 
dividend income would be taxed at source under the corporation 
tax, all other income would be taxed to the recipient under the 
personal tax. This linkage with the corporation mcome tax was 
responsible for the curious rate structure — the combination of 
“normal tax” and “surtax” — given to the personal mcome tax. The 
“normal tax,” from which corporation dividends were exempt, 
was established at the same rate — a proportional one per cent — ^as 
the corporation tax. In this way the corporation tax served as a 
partial collection-at-source arrangement for the personal tax. The 
“surtax,” to which dividends together with other incomes were 
subject, had a progressive rate schedule graduated from one to six 
per cent. Minimum exemptions on the “normal tax” were $3000 
for single individuals and $4000 for married couples , the progressive 
“surtax” applied to incomes in excess of $20,000. 

In Professor Haig’s words,* the personal income tax established 
by the 1913 law was “a pious avowal of a vague ethical aspiration, 
replete with technical imperfections,” and rounded off with a per- 
versely complicated rate schedule. The Treasury, the courts, and 

^ Brushaber v. Union Pacific Railway Co^, 240 U S (1916) 1 

^In foreword to Koswell Magill, Taxable Income (Ronald Press, 1936). 
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Congress have labored to refine the measure. In addition to struc- 
tural alterations, the federal mcome tax has undergone numerous 
modifications of its rate schedule, in accordance with the federal 
government’s revenue needs. Of the many amendments to the 
personal income tax smee 1913, we shall note at this point only 
changes in the rate schedule.® The war revenue acts from 1916 
on successively steepened the personal income tax rates. M in imum 
exemptions under the 1918 Revenue Act were set at $1000 for a 
single person and $2000 for a married person. The rate of the 
normal tax was 6 per cent on the first taxable $4000, and 12 per 
cent on the remainder; the surtax was graduated from one per cent 
on the first $1000 over $5000 to 65 per cent on the excess over 
$1,000,000. Between 1919 and 1928, seven reductions were made 
in federal mcome tax rates. Under the 1928 law, the mmimum 
exemptions were $1500 and $3500, the normal tax was graduated 
from l */2 per cent to 5 per cent on the excess over $8000, and the 
surtax was graduated from one to 20 per cent. Need for additional 
federal revenue during the depression years and for the Roosevelt 
“recovery” program resulted in substantial increases of the mcome 
tax rate schedule in 1932, 1934, and 1935. The “defense” revenue 
acts of 1940 and 1941 again lowered the personal exemptions and 
sharply mcreased the rate schedule. Salaries of state and local 
employees, excluded for constitutional reasons prior to 1939, were 
brought under the tax in that year. 

Current status 

Basis of the federal personal income tax is “net income,” defined 
as “gross income” mmus specified deductions. 

“Gross mcome” includes all salaries, compensation, rent, mvest- 
ment mcome, business earnings, capital gams, and mcidental profits 
received by mdividuals. Excluded for constitutional reasons arc 
stock dividends and interest on state and local bonds. Interest on 
certain federal bond issues is exempt by statutory provision. While 
capital gains arc taxable, the full amount is not always subject to 

® The course o£ legislation with respect to the taxation of capital gams is considered on 
pp. 434-438 of this volume; that on the "earned income credit” is covered on p. 443, 



POLL, PERSONAL INCOME, AND PAYROLL TAXES 425 

the tax. If the sold item was held more than eighteen months but 
less than two years, only two-thirds of the gain is taxable, or the 
total may be taxed at 15 per cent; for items held over two years, 
only half of the gam is counted for taxation, or the total may be 
taxed at 30 per cent. 

Deductions from “gross income” mclude all busmess expenses, 
busmess and casual losses, bad debts, depreciation of tangible prop- 
erty used m business or yieldmg a return, and all taxes except federal 
mcome taxes. Contributions to organized religious, educational, 
and charitable institutions, up to 15 per cent of the taxpayer’s total 
income, are also allowed as deductions. Personal or family expenses, 
capital expenditures on property personally utilized, and deprecia- 
tion of property used for personal ends are not allowed as deduc- 
tions. Capital losses, calculated on a basis related to capital gains, 
are also deductible. 

Net income havmg been ascertained, certain further credits or 
deductions are allowed before the tax is actually calculated on the 
rcmamder. Under the 1941 law, every unmarried individual is 
allowed a personal exemption of f750. Heads of families take a 
personal exemption of $1500, and a $400 additional exemption for 
each child or incapacitated parent or dependent relative. In cal- 
culating income subject to th'e normal tax,_a 10 per cent credit is 
allowed on “earned mcome.” By statutory definition, “earned im 
come” includes wages, salaries, professional fees, and other personal 
compensation; all of an income under $3000 is counted as earned; 
$1400 is set as an arbitrary maximum for the credit. Prior to 1936, 
dividends received were not mcluded in mcome subject to normal 
tax, though they were brought under the surtax; under the 1936 
and subsequent mcome tax laws, they have been fully taxable under 
both normal and surtax. 

The rate of the normal tax under the 1941 federal income tax 
law is 4 per cent. The surtax begms with 6 per cent on the first 
$2000 of taxable income, and rises to 77 per cent on the excess over 
$5,000,000. Application of the tax to incomes of varying sizes is 
shown in Table 25. Brutally heavy as these rates may appear to 
the Ame rican taxpayers who must pay them, for the lower and 
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Table 25 


TAXATION OF INCOMES OF MARRIED PERSONS 
UNDER FEDERAL PERSONAL INCOME TAX, 
REVENUE ACT OF 1941 


Net 

Income 

Normal 
Tax Rate 
Per Cent 

Surtax 
Rate 
Per Cent 

Highest 
Bracket 
Rate 
Per Cent 

Total 

Tax 

Per Cent 
Total Tax 
Is of Net 
Income 

$ 1,000 






2,000 

4 

6 

10 

$ 42 

21 

4,000 

4 

9 

13 

249 

62 

6,000 

4 

13 

17 

521 

87 

8,000 

4 

17 

21 

873 

10 9 

10,000 

4 

21 

25 

1,305 

13 1 

12,000 

4 

25 

29 

1,817 

15 1 

14,000 

4 

29 

33 

2.409 

17 2 

16,000 

4 

32 

36 

3,084 

19 3 

18,000 

4 

35 

39 

3.819 

21 2 

20,000 

4 

38 

42 

4,614 

231 

25,000 

4 

44 

48 

6,864 

27 5 

30,000 

4 

47 

51 

9,339 

31 1 

35.000 

4 

50 

54 

11,934 

34 1 

40,000 

4 

53 

57 

14,649 

38 8 

50,000 

4 

55 

59 

20,439 

408 

60,000 

4 

57 

61 

26,509 

441 

70,000 

4 

59 

63 

32,779 

46 8 

80,000 

4 

61 

65 

39,249 

49 1 

90,000 

4 

63 

67 

45,919 

510 

100,000 

4 

64 

68 

52,704 

52 7 

150,000 

4 

65 

69 

87.189 

58.1 

200,000 

4 

66 

70 

122,174 

61 1 

250,000 

4 

67 

71 

157,659 

63 1 

300,000 

4 

69 

73 

194,129 

64 7 

400,000 

4 

71 

75 

269,099 

67 3 

500,000 

4 

72 ' 

76 

345,084 

69 0 

750,000 

4 

73 

77 

537,569 

71 7 

1,000,000 

4 

74 

78 

732,554 

'73 3 

2,000,000 

4 

75 . 

79 

1,522,539 

76 1 

5,000,000 

4 

76 

80 

3,922,524 

78 5 

over 






5,000,000 

4 

77 

81 

+ 

+ 


The above computations are based on the maxunum earned income of *14,000. incomes of less than 
that amount are treated as all earned 
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middle brackets they pale by comparison with the war rates of the 
British income tax, which starts at 18% per cent on family incomes 
over /^ 170 , jumps in one small bracket to 37% per cent, and rises 
to 85 per cent on incomes over %50,000. 

STATE PERSONAL INCOME TAXES 

State income taxes were levied before a federal tax was ever con- 
sidered. But without exception, all nineteenth century state income 
taxes were administrative failures, and their revenue yield was 
triflmg. The story of effective state mcome taxation parallels that 
of the federal income tax, for only during the past twenty-five years 
have such taxes had an important place in state tax systems. As 
of 1941, thirty-five states and the District of Columbia had personal 
income taxes. In the previous year, state income taxes had yielded 
$209,000,000. 

History 

“Faculty” taxes in the American colonies had a basis which com- 
bined both property and mcome. As previously described,® the 
property element emerged dommant m most states, and “faculty” 
taxes gave way to the general property tax. In a few states the 
income element of the colonial “faculty” taxes persisted, and devel- 
oped into rudimentary state mcome taxes. Personal mcome in 
Massachusetts, for example, was taxed under the general property 
tax rate throughout the nineteenth century. In South Carolma, 
income was assessed as an element of property until the Civil War. 

The fiscal difficulties of many states after the financial collapse 
of 1837' led to a wave of state income taxes durmg the 1840’s. 
Pennsylvania levied a one per cent tax on salaries and a 0 1 per 
cent tax on other incomes in 1840. A year later Maryland levied 
a 2% per cent mcome tax. Virginia, North Carolina, Alabama, 
and Florida all imposed personal fiicome taxes during the decade. 
These state income taxes of the 1840’s were crudely administered, 
and only Virginia obtamed an appreciable revenue from its tax. 

Durmg the Civil War, all the Confederate states and two border 


^ See p. 361 of volume. 
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states— West Virgbia and KentuckyT-enacted personal income 
taxes. Most of these taxes were limited to salanes and specific 
forms of personal mcome. But the administrative machinery pro- 
vided was agam madequate. When the first flush of war enthusiasm 
had subsided, state income tax administration collapsed except m 
Virginia. Nevertheless, Louisiana and North Carolina, as well as 
Virginia, condnued their mcome taxes through the century, but 
their laws were practically dead letters on the statute books. 

In 1911 personal income taxes were still found m five states — 
Massachusetts still clung to its archaic “faculty” tax, Virginia and 
North Carolina had retabed theu: Civil War mcome taxes. South 
Carolina had revived its income tax in 1879, and Oklahoma had 
levied an unsuccessful tax b 1908. All were administered by local 
property tax officials, none could claim the slightest shadow of 
success, and students of taxation at the time expressed great scepti- 
cism about the personal mcome tax as a possible source of state 
revenue. Wisconsm m 1911 opened a new chapter in American 
fiscal history with an bcome tax admmistered by a state tax com- 
mission. The rate schedule of this tax was progressive, begmnmg 
at one per cent over a moderate exemption and rismg to six per 
cent on the excess over $12,000. The success of the Wisconsb b- 
come tax was immediately apparent, and several other states were 
mduced to enact income tax laws. Mississippi levied an mcome 
tax m 1912, Oklahoma followed in 1913, Virgmia reformed its b- 
come tax on tlie Wisconsb model b 1916, and Delaware, Massa- 
chusetts, and Missouri joined the movement m 1917. 

Federal and Wisconsb experience with mcome taxes demon- 
strated that a centrally admbistered bcome tax could be a prac- 
ticable source of revenue. Scholars had long pobted to the income 
tax as a highly desirable form of taxation because of its close con- 
formity to the principles of taxation according to “ability.” When 
with the advent of Prohibition the states lost their revenue from 
liquor hcenses, many were compelled to tap new sources of state 
revenue These three factors led to a small wave of state mcome 
tax laws immediately after World War I. New York, New Mexico, 
and North Dakota joined the group of bcome tax states m 1919, 
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North Carolina modernized its tax m 1921, South Carolma did the 
same a year later, and in 1923 New Hampshire enacted a special 
tax on the mcome from intangibles. 

At the beginning of the 1920’s, there were many who thought 
that personal income taxes would soon become a universal form 
of state taxation. But the movement which began with the New 
York and North Dakota taxes in 1919 soon waned. However, 
another wave of state income tax enactments began in 1929. Ten- 
nessee imposed a special mcome tax on mcome derived from stocks 
and bonds, and Arkansas, Georgia, and Oregon enacted general 
income tax laws. Durmg the next decade, thirteen more states 
instituted personal mcome taxes Many states which already had 
such taxes amended them, m most cases raismg their rates. 

Current status 

Some similarity, and considerable variance, is found among the 
thirty-five state mcome taxes 

New Hampshire’s, Ohio’s, and Tennessee’s personal income taxes 
are not general mcome taxes, but special levies on income derived 
from mtangibles. Salaries, business profits, rents, capital gams — 
all major items under a general mcome tax — are not reached. These 
special taxes apply only to mterest from bonds and mortgages and 
dividends from stock. Colorado and Oregon, m addition to their 
general personal income taxes, impose supplementary levies on m- 
come from mtangibles. Massachusetts has fashioned its tax, not as 
a smgle levy upon all personal mcome, but as a series of three 
complementary taxes on mcome from mtangibles, on income from 
trading m mtangibles, and on income from professions, employ- 
ment, trade, and business; different exemptions and rates apply to 
each class of income. The Maryland and Vermont taxes have a 
somewhat similar structure. The other states, as does the federal 
government, levy the tax on the total of each mdividual’s income. 

There exists considerable diversity of jurisdictional bases for state 
income taxes. The special income taxes of New Hampshire, Massa- 


^ An excellent summary li presented m Roy Blakcy and Violet Johnson, ‘‘State Income 
Taxation,” in Taxes, March-July 1941, pp 131-136, 222’-231, 280-286, 353-359, 422-438 
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chusetts, Tennessee, and Vermont apply only to residents. So also 
do the general income taxes of Delaware and Utah Contrariwise, 
with respect to busmess and property mcome, the Mmnesota, Okla- 
homa, Oregon, and Wisconsin taxes apply to mcome derived within 
the state, whether received by residents or nonresidents; the taxes 
of Mississippi and South Carolina make similar provision for busi- 
ness income, though not for property mcome. Residents in the 
other states are taxed on their entire mcomes from whatever source 
derived, and nonresidents on such part of their mcomes as is de- 
rived withm the taxing state. This confusion of tax bases, and 
particularly the double tax base employed by most of the states, 
opens a wide possibility of double taxation. To avoid this injustice, 
sixteen states so far .have provided for reciprocal exemption of 
mcome taxed by other states by creditmg such payments against 
taxes due to them. 

. In general the states follow the law and regulations of the federal 
j personal mcome tax in determmmg mcome subject to their taxes, 
'although numerous mmor variations are to be noted. A few of the 
state mcome taxes exempt mterest received on savings, .bank., de? 
posits. They divide on the taxation of ordinary corporate dividends 
and on the taxation of stock dividends. Capital gams and losses 
are universally included m the mcome concept, but they are-iidt 
treated in special fashion, as imder the federal tax. 

While all state income tax laws view interest paid out as a proper 
deduction from gross income, only half follow the federal law in 
denymg the exemption when the mterest is paid on loans contracted 
to carry tax-exempt securities. All states permit a deduction for 
depreciation of capital items used in busmess, but several have no 
provision for an obsolescence deduction. While all allow a deduc- 
tion for bad debts, few follow the federal law m permitting the 
deduction of reserves set up agamst bad debts. Most state incoine 
tax laws allow deduction of charitable contributions, at least up to 
some fixed proportion of taxable income. 

Like the federal tax, the general §tate income taxes allow perso nal 
exemptions, higher for heads of famihes than for single mdividuals, 
with additional exemptions for dependents. Nonresident mcomes. 
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where taxed, also enjoy the benefit of these personal exemptions; 
in eight states, however, nonresidents are allowed personal exemp- 
tions only a pro rata basis. 

The special mcome taxes of Colorado, Massachusetts, New 
Hampshire, Ohio, Oregon, and Tennessee all have proportional 
rates. So also does the general income tax of Maryland. Other- 
wise, the state personal mcome taxes all have progressive rate 
schedules. Compared with the rate schedule of the federal tax, the 
progression of the state income taxes is mild, and generally confined 
to the lower mcome brackets. A common arrangement is a one 
per cent mcrease in rate for each $1000 or $2000 of mcome, up to 
a maximum 5 or 6 per cent. Highest rates are found in Idaho 
where the tax reaches 8 per cent on mcome in excess of $5000, m 
Oklahorna where it reaches 9 per cent on mcome over $8000, and in 
North Dakota where it reaches 15 per cent on income over $15,000. 

THE INCOME CONCEPT 

It is easy to assert that personal mcome taxes are based on “in- 
come.” Definition of the term “income” is not so easy. Economists 
express widely divergent views on what “mcome” is and is not. 
Accountants have their own concepts. Legislators and tax ad- 
ministrators, more interested m workable practice than m theoret- 
ical consistency, have fashioned tax laws which involve arbitrary 
miscegenations of various economists’ and accountants’ concepts. 

Our problem is not to give judgment in favor of one theory or 
tax provision as agajnst another, but to analyze and understand the 
issues involved in the various income concepts. 

Theoretical considerations 

Economic theorists have offered many contradictory concepts of 
income.® One group of writers ® applies the term “mcome” to the 
monetary value of the flow of services enjoyed by an individual 

excellent survey of economic vvnttnp-s on this issue is presented in Paul H Wuellcr, 
^'Concepts of Taxable Income,” Political Science Quarterly, Vol LIII, 1938, pp 83-110 and 
557-^83, and Vol LIV, 1939, pp 555-76 

® Of whom the most noted and most insistent American representative is Irving Fisher*; 
see his ‘Income and Theory and Income Taxation in Pracucc” in Beonometnea, January 
1937, and **A Practical Schedule for an Income Tax’* in The Tax Magazine, July 1937. 
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within a specified period of time. Another group “ views income 
as the monetary value of the net accretion to an mdividual’s eco- 
nomic power within a specified period of time, with no deduction 
for his personal expenditures. A thud group takes the much 
narrower view that income consists of recurrent, consumable re- 
ceipts. 

Under the “service-flow” concept, an mdividual’s net income 
would be equivalent to his expenditures for current personal and 
family consumption, plus the estimated monetary value of his 
“psychic income”— the services enjoyed from such durable proper- 
ties as an owned home, house furnishmgs, and an automobile, and 
the value of the uncompensated labor of the individual and members 
of his family for their own comfort and welfare. Since funds 
devoted to savmgs and investment purchase no personal utilities 
or satisfactions, they constitute no part of “service-flow” mcome. 
The amount and character of receipts during the mcome period 
are irrelevant; a millionaire miser who spent |1500 a year on living 
and hoarded the rest of his receipts would have exactly the same 
“mcome,” under the “service-flow” theory, as an unemployed man 
who lived for a year upon $1500 drawn from his savmgs account. 

The “economic-accretion” concept considers only the receipt or 
accrual of purchasmg power to the individual. In addition to 
personal compensation, rents and royalties, interest, net business 
profits, and dividends, this concept includes capital gams and losses, 
bequests and gifts, and “psychic mcome.” What disposal the m- 
dividual makes of his mcome after it is his — ^whether he spends it, 
saves It, mvests it, or gives it away — ^has no bearing. 

The “recurrent-receipt” concept also looks to the receipt rather 
than the disposal of mcome items. But it limits income to recurrent 
items — ^personal compensation, rents and royalties, interest, net busi- 
ness profits, and dividends. Nonrecurrent items — capital gams, be- 
quests, and gifts — ^are excluded. 

American income taxes, federal and state, rest essentially upon 

Of whom the most frequently cited American representative is Robert Murray Haig, 
see his The Pedetal Income Tax (Columbia University Press, 1921), p 27 

whom C^l Plchn may be taken as the Icadmg representative, sec his “Income as 
Recurrent, Consumable Receipts*’ m American Economic Eeview, Voh XIV, 1924, pp. 1-12 
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the “economic-accretion” and “recurrent-receipts’ concepts. But 
they deliberately ignore certain items which the economists regard 
as “income.” In the interest of administratn'e expediency, the taxes 
do not apply to “psychic income ” Since a special form of taxation 
has been built up around bequests, inheritances, and gifts, these 
items are also eliminated from personal income taxation. And 
under the federal tax, capital gains and losses receive special treat- 
ment. 

“Psychic income,” mentioned above, has enjoyed considerable 
prominence in fiscal-economic literature, and deserves special dis- 
cussion. Assume that A owns a house, rents it for |2000 a year, 
and himself lives m another house for which he pays |2000 rent 
a year, while B owns a house which could be rented for $2000 a 
year but which he chooses to use for his own dwelling. Ac- 
countants credit A with a $2000 mcome, and B with none. Econ- 
omists argue that B has obtamed benefits from living m his house 
which exactly balance the $2000 rent A received from his, B has 
received a “real” or “psychic” mcome exactly equivalent to A's 
monetary income. Similarly, a farmer who consumes his own pro- 
duce receives a “psychic mcome” equivalent to the sales value of 
that produce. So also, a man who builds his own house, and a 
housewife who does her own cooking and housekeepmg, receive 
“psychic mcomes” from their labors equivalent to the cost of having 
those operations performed for them by others. 

Occasional attempts have been made to take account of “psychic 
income” m American income taxes. The federal Civil War income 
tax and the Wisconsm tax of 1911 provided that the rental value 
of premises inhabited by tlie owner should be listed as mcome. 
Such provisions were admirable as incidents of economic theory, 
but they proved admmistratively impracticable; evasion was too 
easy, and compulsion of payment in individual cases that came to 
the administrators’ attention provoked exceptional resentment. So 
our current mcome taxes ignore “psychic income,” with consequent 
discrimination between individuals and groups of taxpayers. The 
man who lives in a rented home is discriminated agamst as com- 
pared with the man who lives in his own home. The family doing 
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its own housework and laundry is favored as against the family 
which employs servants and patronizes commercial laundries. 
Farmers are favored, because as a class they own their own homes 
and consume their own produce. As a class, dwellers m the larger 
cities are subject to discrimination since they employ and pay others 
for domestic and personal services to a greater extent than the 
inhabitants of small cities and suburban rural regions. 

Capital gains and losses 

An ever-open issue in income taxation is the treatment of capital 
gams and losses. Are such gams and losses properly brought within 
the income concept, or should they be considered capital m am - 
festations which never touch the income plane? If they be con- 
sidered an element of income, should they, as a matter of expedi- 
ency, be brought within the scope of a personal income tax? If 
they are taxed, should they be accorded special treatment, and what 
should that treatment be ? 

Capital gains and losses would be completely separated from 
income under the “recurrent-receipt” theory of mcome; the English 
income tax which rests on this theory does not extend to “nonre- 
curring profits.” Just as positively, however, the “economic-accre- 
tion” doctrme would include them in income. American legisla- 
tures accept the “economic-accretion” doctrine on this point; in 
sustammg them the Supreme Court has added the proviso that the 
' gam or loss must be “severed” or “realized” before it assumes the 
attributes of income.^^ 

Although the majority economic opinion and the decisive legal 
opinion in this country accept capital gams and losses as an element 
of income, subjecting such gains and losses to mcome taxation faces 
a number of criticisms. First and foremost, it is argued that a man 
whose property or investment has increased markedly m value 
hesitates to sell it and take his profit because of the heavy tax which 
results. This hesitancy to realize taxable capital gams, it is further 
argued, slows the tempo of business and investment transactions. 
The consequent retention of such properties is a factor in capital 

^ Etsner V, Macomhcr, 252 17* S (1920) 189* 
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inflation, and leads ultimately to losses when a downswing of the 
business or financial cycle causes capital values to decline. As a 
generalization this argument can be neither proved nor disproved. 
Probably it is an operative factor m individual cases. But whether 
these cases are sufficiently numerous to exercise any appreciable 
effect on the capital and investment markets cannot be determined 

Another criticism of capital gains taxation is that, in periods 
of rising capital prices, many of the gains subjected to the tax are 
illusory — they represent only an enhancement in the prices of the 
properties sold rather than any gain in their basic values. Likewise, 
capital losses allowed as deductions agamst taxable mcome during 
periods of fallmg capital prices are not true losses but mere mone- 
tary variations. In periods of sharp capital inflation or deflation, 
this is a serious defect of the capital gains tax. In ordinary times, 
when swings of capital prices, while present, are moderate, the 
practical injury is not serious. Application of a “capital price index 
number” to taxable gams and losses, it has been suggested, would 
elimmate this defect. But a satisfactory “capital price index num- 
ber” has yet to be computed. And even were such an index number 
available, its use in connection with income taxation might produce 
administrative difficulties which would make the cure worse than 
the imperfection to be corrected. 

Another charge brought against the capital gains tax is that it 
makes the yield of an income tax highly variable. Toward the 
end of a period of rising capital values, realized capital gains are 
large and a capital gains tax may produce tremendous revenue. 
After a persistent decline of capital values, realized capital losses 
far outweigh realized capital gains, and a gains tax becomes a fiscal 
liability. Thus in 1928 the federal capital gams tax produced 
$576,000,000— almost as much as the tax on current income; in 
1931, capital loss deductions resulted in a net $89,000,000 reduction 
of the $335,000,000 tax that would otherwise have been paid on 
current income. Such irregularity of yield in a major tax is a sadly 
upsetting item in a revenue system. 

Finally, if the accruals of a capital gain over several years are 
lumped in the particular year when the gain is realized, the appli- 
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cation of a progressive rate schedule results m overtaxation. Sup- 
pose a $20,000 capital gam accrued over twenty years at the rate of 
$1000 a year Under the present rate schedule of the federal mcome 
tax but without the present provision for application of the tax 
to only half the gain on long-held property, such a gam realized 
in a lump sum at the end of the twenty-year period by a taxpayer 
who had no other taxable income would be taxed 24.1 per cent. 
But had each year’s $1000 capita! gain been taxed as it accrued, 
even under the present rate schedule the tax on the total capital 
gam would have been only 9.4 per cent, since it would be subject 
only to the minimum bracket rate each year. Except for taxpayers 
in the wide-range upper brackets, whose lumped capital gains might 
be within a single bracket, this principle holds true at all levels of 
income. And lumpmg capital losses in the year they are realized 
also works against the taxpayer’s mterest, since the saving reaches 
further into the lower mcome brackets subject to lower rates. 
Were the loss deductible as it accrued each year, the savmg would 
appear as a yearly reduction in top income brackets upon which the 
tax is heaviest. i 

Proponents of capital gains taxation admit most of these criti- 
cisms, but argue that they are outweighed by other considerations. 
Capital gams, they insist, generally represent unearned mcrement 
or — in the case of corporate shares — ^undistributed profits never 
taxed to the shareowners as income. By all principles of tax justice, 
such receipts are peculiarly appropriate objects of taxation. They 
might, with some reason, be excluded from personal income taxa- 
tion, and be brought imder a special capital gains or capital incre- 
ment tax. But since special gains or increment taxation has not 
been developed m the United States — and, in the case of 'the federal 
government, probably could not be developed because of consti- 
tutional limitations on the federal tax power — capital gams and 
losses should by all means be brought under the personal income 
tax. Although the yield of a personal income tax is made widely 
variable by including capital gains and losses in the income con- 
cept, for as long as the population and wealth of the nation continue 
to expand, such incluiioii will add to the long-term yield of a per- 
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sonal income tax. American legislators have evidently been per- 
suaded by these considerations, for capital gains and losses are 
brought under the federal income tax and under all general state 
income taxes except those of Iowa, Maryland, and South Dakota. 

Bringing capital gams and losses under an mcome tax does not 
close the issue of capital gams taxation. Still to be answered is 
the question of how to treat gams and losses under an income tax. 
Some of the many possibilities of capital gams taxation, the uncer- 
tainty of opinion, and legislative indecision on the matter are il- 
lustrated in the sequence of provisions for reporting of capital gams 
and losses under the federal income tax: 

1913-1917. capital gams treated like other income; capital losses 
deductible only against gains. 

1917-1921 capital gains and capital losses treated like other in- 
come. 

1921-1924* capital gams on assets held over two years may be 
taxed at 12^2 per cent at option of taxpayer. 

1924-1932 provision for capital gams unchanged; capital loss 
deduction may not reduce tax rate on amount involved by 
more than 1214 per cent. 

1932. capital losses on securities held less than two years de- 
ductible only against gams on holdings under two years 

1933* carry-over of short-term losses abolished 

1934: special 1214 per cent rate abolished; percentage of capital 
gams, ranging from 100 per cent where assets held less than one 
year, to 30 per cent where held over ten years, included with cur- 
rent income; similar percentage applied to calculation of capital 
losses; deduction of capital loss limited to amount of capital gam 
plus $2000; no carry-over of losses 

1938. three percentage classifications, from 100 per cent to 50 
per cent, instead of five under 1934 law; maximum tax rate or 
reduction for assets held 18 to 24 months is 20 per cent, for assets 
held over 24 months 15 per cent; $2000 net loss allowance ehmi- 
nated for assets held under 18 months. 

State treatment of capital gains and losses shows the widest 
imaginable variation. The general tendency is to tax capital gains 
on transactions undertaken for profit at regular income tax rates, 
though there are instances of special or fractional rates. Capital 
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losses are generally allowed as a deduction, but frequently such de- 
duction may be made only against gams reported for the year or 
during a two-year period. Several states follow the federal govern- 
ment m counting only fractional parts of capital gams or losses 
according to the length of time that the property was held. 

The optional W/z per cent rate on capital gams allowed under 
the federal income tax from 1921 to 1934 was designed to reduce 
the injustice of applying high-bracket rates to realized gams which 
might have accrued by small increments over a long period of 
time. Also, it was hoped, it would weaken the inducement offered 
rich men to avoid a heavy capital gams tax by retammg investments 
which had increased in value. Probably this flat rate capital gains 
tax was helpful m both directions, but it was criticized for benefiting 
merely a handful of rich individuals. As of 1929, for example, only 
taxpayers with current incomes over $100,000, less than one-quarter 
per cent of the total number, benefited by the 12% per cent capital 
gams rate; they alone would have had to pay more than 12% per 
cent on capital gams counted as ordinary income. The fractional 
method of calculating capital gams and then bringmg them under 
the regular income tax schedule, provided m the 1934 tax, accom- 
plished the same results as the earlier flat rate tax and benefited 
small and large taxpayers alike. 

All “justice” arguments lead to the conclusion that if capital 
gains are added in toto to other taxable income, capital losses should 
be allowed as a deduction against other mcome. And if in any 
year capital losses exceed other income, some crediting arrange- 
ment should be made to reduce income tax liability for later or 
earlier years. In this instance, however, principles of justice have 
been subordinated to fiscal necessity; such deduction provisions 
would cancel a large element of taxable income m depression years 
and sharply reduce the yield of the entire tax. Several states limit 
the deduction of capital losses to the amount of reported capital 
gains; the federal government formerly allowed $2000 above re- 
ported gains for the year. At the sacrifice of taxpayers having 
more deductible losses than taxable gains, mcome tax yields for 
these governmental units are thereby sustamed in depression 
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periods. But the injury is not as serious as might appear at first 
glance. In the course of a year, most investors can so combine 
sales mvolvmg loss with sales involvmg gain that realized gams 
are available agamst which to credit losses. 

Tax-exempt income 

In federal income tax and most state income tax laws, taxable 
net mcome is defined as “gross income” less certam “deductions.” 
Then, in a catch-all sentence or paragraph, “gross income” is de- 
fined in such a way as to cover practically all current and profit 
receipts an mdividual might receive in the course of the year. Two 
classes of receipts — certain non-mcome receipts, and certain items 
of income nontaxable because of contractual or constitutional reasons 
— ^are excluded.^® For social reasons, some states also exclude certain 
other classes of receipts. 

Excluded non-mcome receipts listed in the federal mcome tax 
law are life insurance and casualty insurance payments, damages 
for personal injury, annuities up to the amount previously paid m 
plus interest, and gifts, bequests, and inheritances. The logic of 
these exclusions is obvious. 

As elsewhere explained,^^ the federal income tax was long held 
to be inapplicable to the compensation of state or local employees 
or tp the interest on state and local securities; a corresponding 
exemption from state income taxation was extended to the com- 
pensation of federal employees and the interest on federal securities. 
In addition, by the terms of issue, interest on Treasury bonds until 
recently -has been exempt from the federal normal tax although 
subject to the surtax, and interest on other federal securities and 
on Federal Farm Loan issues has been excluded from both normal 
and surtax. Many states likewise exempt from their income taxes 
the interest on their own state and local bonds. The constitutional 
prohibitions agamst taxing state and federal instrumentalities have 
recently been weakened if not eliminated by Supreme Court de- 


Sample federal income tax returns showing the calculation of gross income and 
deductions are reproduced in Appendix C, pp 807-813 of this volume, » 

See pp 209 and 219 of this volume. 
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cisions The federal personal income tax now extends to the com- 
pensation of state and local employees, and the state taxes now 
cover federal salaries. Still untouched by the federal tax, m spite 
of strong recommendations by the Treasury Department, however, 
is the interest on state and local bonds; nor have the states applied 
their personal income taxes to interest on federal bonds, though 
they have successfully reached such interest by other taxes. Exten- 
sion of the federal tax to interest on state and local securities has 
been heatedly debated m and out of Congress during the past few 
years all indications point to legislation in the near future pro- 
viding for reciprocal taxation by the federal government of interest 
on new state and local issues and by the states of interest on new 
federal issues At the rates of the 1938 federal personal mcome 
tax, such extension of the tax would have yielded in time, when 
interest on the entire volume of state and local debt was taxable, 
an additional $200,000,000 to $300,000,000 annually; at present fed- 
eral tax rates the yield would, of course, be much higher. Sig- 
nificantly, in 1941 the federal Treasury began issuing its bonds fully 
subject to federal taxation. 

Most common “social” exemption under income tax laws is the 
rental value- of a residence furnished to a minister by his congre- 
gation , it appears in the federal tax and in seven of the state taxes. 
Several states exempt pension receipts. North Dakota excludes 
interest on savings bank deposits. 

Note also that twenty-three of the states having general personal 
income taxes exclude dividends paid by corporations already taxed 
by the state. As we have seen, prior to 1936 the federal statute 
exempted dividends from the normal tax though not from the 
surtax. This exclusion of dividends from personal income taxation 
is a survival of the theory that a personal income tax and a cor- 
poration income tax are one single tax with two complementary 
levies, rather than two separate taxes. The corporation tax has 
been viewed as a loose method of collectmg at source the personal 

76th Cong, 1st Sess, Special Senate Committee on Taxation of Governmental 
Securities and Salaries, Hearings (1939) The general problem pf taX'Cx;cmpt bonds 
discussscd on pp 682 ff of this volume* 
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tax due on dividend income This theory of income taxation has 
waned, to the extent of utter discard in the federal tax law. Prob- 
ably many states which now exclude dividends from their personal 
income taxes will also, in die near future, eliminate this exclusion. 

Deductions 

Personal receipts are in many cases gross lather than net income 
— various costs are incurred in obtaining the receipts. Particularly 
IS this circumstance marked in the case of personal income from 
business activities, where the net profit — the true net income — may 
be only a small fraction of the total receipts. All personal mcome 
tax laws provide for the deduction of these costs Theoretically 
only costs associated with the earning of income should be deduc- 
tible, costs involved m spending this income for personal purposes 
should not enter the income concept. In general the income tax 
laws adhere to this distinction. Occasionally, as we shall sefi, the 
line cannot be clearly drawn between the two, and tax laws arc 
generous in allowing possible expenditure costs to be deducted 
together with income costs. 

The federal income tax law specifically allows as a deduction 
from gross income “all the ordinary and necessary expenses paid 
or incurred during the taxable year in carrying on any trade or 
business.” All general state income tax laws either copy this word- 
ing or cover the same idea with different phrasing. Likewise, all 
income tax laws provide that additions to reserves for depreciation 
and depletion shall be counted as a deductible cost, thereby opening 
a dispute between taxpayers and administration. What initial value 
shall be allowed for the depreciating property ? What shall be the 
rate of depreciation allowed upon it? Unless general rules are 
modified by wide administrative discretion, they are certain to be 
arbitrary and to do injustice in individual cases. Under the corpo- 
ration and personal income taxes of the 1920’s, the federal tax 
administration was apparently very liberal in its concession of de- 
preciation allowances. During the IPSO’s, to increase the yield of 
the tax^ it arbitrarily stiffeped its policy. 

Bad debts, interest payments, and tax. payments are generally 
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allowed as deductions irrespective of whether they arise out of 
business or personal transactions. One class of interest — that paid 
on loans to carry tax-exempt mvestments— is not deductible under 
the federal law and under most state laws Were this deduction 
permitted, a convenient avenue of tax avoidance would be provided 
for many taxpayers. Nor does the privilege of tax deduction extend 
to all taxes. Neither the federal government nor the states permit 
the deduction of their own income or death taxes. Many state 
income taxes do not allow the deduction of federal income tax 
payments. 

Both federal and state laws have always allowed current busmess 
losses as a deduction agamst other income. Two issues are asso- 
ciated with this deduction. First, should the loss deduction be 
limited to the current year or, other offsettmg income being in- 
sufficient, should It be allowed against income earned in subsequent 
years? From 1921 untd 1932, the federal tax law permitted losses 
to be carried forward for three years; in 1932 the “prior year loss” 
period was reduced to two years, and in 1933 the carrying forward 
of losses was ended. Seven states allow a one- or two-year “prior 
year loss” carry-over. Another approach to this problem, as yet 
not incorporated m legislation, would be to base the tax on a 
running average of the income of three prior years. The second 
issue is whether losses on operating busmess property should be 
treated as a capital loss or come under the provisions for current 
business losses. No distinction is necessary, of course, where no 
special rate or computation treatment is applied to capital loss 
deductions. But, as we have seen, the federal government and 
some of the states accord special treatment to capital losses. Their 
treatment of losses on operating business property has varied con- 
siderably; present practice is to consider them capital losses. 

No economic theory of income can justify allowing contributions 
to religious, charitable, scientific, and educational organizations as 
deductions. Motivation of this class of deductions is an ulterior 
consideration — ^the intent to stimulate such contributions for the 
social advantages they produce. To safeguard tire revenue against 
icontributionsj the deduction is limited to a specified proportion of 
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taxable income — ^to 10 per cent by a few states, to 15 per cent by 
the federal government and most states. Some states allow the 
deduction only for contributions made to organizations operatmg 
within the state. 

Earned income credit 

From 1924 until 1932, and again from 1934 to the present, the 
federal mcome tax authorized a special deduction, a credit to be 
allowed against “earned income” — an individual’s compensation for 
personal services actually rendered, as distinguished from income 
derived from property or invested values. Three arguments have 
been advanced in support of this credit First, the labor for which 
the compensation is given, it is asserted, mvolves the disutility 
attached to most economic efforts; to arrive at the “clear” value 
of the income to the recipient, this disutility should be deducted 
as a “cost.” Secondly, productive capacity is a sort of human capital 
which may be said to depreciate with age and use, until with old 
age or death it disappears altogether; “earned income credit” may 
then be considered a depreciation allowance, similar to that granted 
other machines and capital equipment. Finally, it is argued, since 
wages, salaries, and professional compensation vary more than 
returns on mvestment, some allowance should be made to offset 
the disadvantages of this variability. 

Admirable m theory, the “earned income credit” suffers from 
practical shortcomings. When a business man both owns and man- 
ages an enterprise, no sharp line can be drawn between “earnings” 
on his managerial activities and investment return on the capital 
value of the business. When a famed executive receives a million- 
dollar salary from a supercorporation, it is impossible to determine 
what part represents payments for his efforts, and what part is an 
investment return on the publicity value of his name to the cor- 
poration. As a consequence, the federal tax law -must make an 
arbitrary, artificial definition of "earned income.” The present law 
establishes two categories of “Earned income” — "wages, salaries, pro- 
fessional fees, and other . . . compensation for personal services 
actually rendered” up to $14,000 a year, and a “reasonable allow- 
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ance” on the net profits of an owner-managed business enterprise 
not exceeding $14,000 or 20 per cent of the business profit. On 
''earned net income” so constituted, the credit deduction is 10 per 
cent up to a maximum of $1400. 

Most commentators point out that the effect of an "earned income 
credit” need not be obtamed by an arbitrary income tax deduction. 
A progressive income tax schedule is in itself a loose tax discrimina- 
tion against “unearned” income, since the proportion of income 
derived from investment returns is larger in the higher-taxed net 
mcomes of rich individuals than in the lower-taxed mcomes of 
poorer individuals. Furthermore, if other elements of a tax system 
impose special tax burdens on property, since the net return on 
such property is reduced, the investment or “unearned” income 
IS correspondmgly burdened To the extent that they are not 
shifted, state property and busmess taxes have this effect 



CHAPTER XVIII 


Poll, Personal Income, and Payroll Taxes 


(Concluded) 


PERSONAL INCOME TAX RATE SCHEDULES 

When the federal personal income tax was under debate a quarter 
of a century ago, the issue of proportional or graduated rate was 
bitterly contested. In conservative quarters, the principle of progres- 
sion was still denounced as “confiscatory” and “un-American.” To- 
day the overwhelmmg body of popular and critical opinion not 
only accepts, but approves progressive income taxation. The federal 
tax has had a graduated schedule smce its inception in 1913, and 
all the general state income taxes, except Maryland’s, likewise have 
progressive rate schedules. We may now ignore as no longer per- 
tment the old basic controversy over the inherent propriety of 
progression in income taxes, and devote our attention to more 
specific problems arising out of personal exemptions, to the formu- 
lation and application of graduated rate schedules, and to the minor 
point of property tax offsets. 

Personal exemptions ^ 

The federal income tax allows a $750 “personal exemption” to 
single persons, a $1500 exemption to “heads of families,” and a 
further $400 exemption for each minor or incapacitated dependent. 
These exemptions are the lowest ever provided in the federal in- 
come tax: during World War I the “married person” exemption 
was lowered to the $2000, level, and the single person exemption 
stood at $1000. Through the 1930’s, the federal personal exemption 
was $1000 for single individuals and $2500 for married taxpayers. 

^ The fullest analysis of the issues involved in personal income tax exemptions i§ Paul J, 
JStraycr^ of Small In^gmes (Ronald Press? York? 1939), 

4+5 
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Personal exemptions under the state income taxes range from $1500 
and $3000 in Alabama to $600 and $1100 in South Dakota. In 
Arizona, Iowa, Minnesota, South Dakota, and Wisconsin, the “per- 
sonal exemptions” are covered by deductions from the tax mstead 
of by deductions from the net income itself. 

Four arguments are advanced in support of the personal exemp- 
tion. First, provision of the necessities of human life is as much 
a “cost of production,” it is asserted, as any of the busmess costs 
allowed as deductions; an individual’s “clear” net mcome does not 
begin until the minimum costs of living have been covered. 
Second, under “ability” arguments, it can be reasoned that a person 
or family has no “taxpaymg ability” whatsoever if income just 
suffices to cover minimum living expenses. Third, from a social 
pomt of view, it is not desirable that an income tax force a person 
or family to adopt a “submargmal” living standard. And finally, 
personal exemptions reduce the number of returns under the tax, 
and hence lessen the admmistrative costs. 

Prior to 1942, exemptions under the federal income tax were 
considerably above the mmimum-of-subsistence level — a basic as- 
sumption for the first three of the above four arguments. State 
mcome tax exemptions are generally still liberal. The earlier fed- 
eral and current state exemptions represent a “minimum-of-com- 
fort” exemption. This liberality is in conformity with American 
views of fiscal propriety and arouses little criticism. About the only 
argument directed against minimum-of-comfort exemptions is that 
they cause the income tax to become a class imposition, and relieve 
a majority of the population from any sense of finandal responsi- 
bility for the conduct of their governments. 

This latter argument led to the proposal, embodied in the Na- 
tional Tax Association’s model tax plan, that fairly high personal 
exemptions be allowed in order to simplify income tax administra- 
tion, but that every individual or head of a f amil y be required 
to file either a return showing the amount of his income or a cer- 
tificate stating his income to be below the exemption amount. To 
the filing of the return or the certificate would be attached a fee 
of five or ten dollars. Requiring a return or a certificate from 
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every recipient of income would facilitate the tracing of numerous 
petty tax evaders who escape at present because the tax administra- 
tion has no record of their existence. Furthermore, smce every 
individual would be compelled to contribute directly to the gov- 
ernment, it would instill “tax consciousness” and impress every in- 
dividual with the importance of economy in government aflFairs. 
Finally, it would assure the taxing government of a not inconsid- 
erable Item of revenue. Filing fees of this character were associated 
for a while with the personal income taxes of Delaware and Utah; 
political pressure soon forced their repeal in both states. 

Debate over the “defense” revenue acts of 1940 and 1941 revived 
the issue of the size of personal exemptions. There was widespread 
agitation for “broadening the income tax base” — i.e., lowering per- 
sonal exemptions and thus mcreasmg the number subject to the 
tax. The three principal arguments for such action were (1) the 
revenue, running into several hundred million dollars, that would 
result from a substantial cut in the existmg exemptions; (2) the 
awakening of “tax consciousness” on the part of several million new 
taxpayers, which might lead to pressure for more economy in fed- 
eral expenditure; and (3) the absorption of a substantial element 
of purchasmg power, which would help check the inflation 
threatened by other elements of the defense finance program. Con- 
gress heeded the agitation in 1940 to the extent of reducing exemp- 
tions from |1000-|i2500 to $800-|2000. The general reaction to this 
step was that under the circumstances the cut should have been 
more substantial. In 1941 the exemptions were lowered to |750 
and $1500. 

Taxation of nonresidents upon income originating within the 
taxing state raises a special problem with respect to personal exemp- 
tions. No line of reasoning can justify allowing the nonresident 
to deduct the full amount of the personal exemption from the 
fractional part of his derived income. Nevertheless, a substantial 
proportion of the states taxing nonresidents allow them full personal 
exemptions. A few states, with greater logic, prorate the personal 
exemptions in accordance with the proportion of total income de-i 
rived within the taxing state. Two states have adopted the inde- 
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fensible compromise of granting the single-person exemption to 
nonresidents, irrespective of their family status. 

Application of progression 

The federal and state income taxes accomplish progression by 
the “bracket” method.^ Furthermore, “contmumg” exemptions and 
the federal “earned income credit” substantially reduce the effective 
burden of the scheduled rates. Actually, therefore, the over-all rates 
on total mcomes are considerably lower than the maximum 
“bracket” rates applymg to these incomes. Under the federal tax 
from 1926 until 1931, for example, the top bracket rate on taxable 
incomes over $100,000 was 25 per cent, but the taxes actually paid 
on these incomes averaged only between 13 and 17 per cent.® As 
of 1932, when the top bracket rate for mcomes over $1,000,000 was 
63 per cent, such incomes paid an average tax of 47 per cent. A 
comparison of bracket rates and actual burdens under the 1941 tax 
was shown m Table 25. 

From a federal revenue viewpoint, the most important mcomes 
are those m the so-called “middle brackets” — ^between $10,000 and 
$100,000. Individuals with small mcomes report a much greater 
total of income, but the generous personal exemptions allowed 
leave little of the reported mcome subject to taxation, and then only 
at the lowest rates. Wealthier persons who report larger mcomes 
subject to heavier rates are relatively few m number — ^for prosperous 
1928 only 16,000 mcomes over $100,000 were reported, for unhappy 
1932 only 1,836. The bulk of the yield of a federal personal in- 
come tax is determined largely by the rates applied to “middle 
bracket” incomes. If the rate schedule progression is swift and 
severe, so that even mcomes between $10,000 and $25,000 pay heavy 
rates, the tax will be a big revenue producer. With the same top 
rate hut with “delayed” progression, the truly heavy rates would 
apply only to incomes over $100,000, and the yield of the tax would 
be fractioned. Confiscatory rates on superincomes may be mere 

^ Sec p 298 o£ diis volume. 

tax-exempt income, charitable contributions, and other proper and improper methods 
of tax avoidance were taken into account, the burden of federal income taxes paid on 
incomes actually received would be considerably lower. 
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social window dressing— not a single income over $5,000,000 to be 
subjected to a top-bracket 79 per cent rate was reported for 1936. 

In state income taxation, the revenue importance of the different 
income groups vaiies. The concentration of wealthy mdividuals 
in the eastern industrial states makes the yield of a personal income 
tax dependent to considerable extent on the rates applied to large 
incomes Rates applied to small incomes are of greater importance 
in agricultural states. 

The federal normal tax and surtax 

The separation of the rate schedule of the federal personal mcome 
tax into two elements — a normal tax and a surtax — derives from 
the early idea that a corporation tax is not primarily a tax on busi- 
ness, but a supplement to a personal income tax, a method of 
collectmg part of a personal income tax at source instead of from 
the recipient. Originally the rates of the federal corporation income 
tax and of the personal mcome normal tax were identical. A per- 
son’s dividend receipts were exempt from normal tax since they had 
already paid the same rate under the corporation tax. But the 
corporation levy could not take into account progressive rate ele- 
ments determmed by the size of individual incomes, and dividend 
receipts were made subject to the progressive surtax. The distmc- 
tion between normal tax and surtax, established to cover the peculiar 
features of dividend taxation, was utilized for other purposes. 
Interest on certam federal bond issues was made exempt from 
normal tax but not from surtax, and the earned income credit was 
allowed only on the normal tax. 

Within a few years, however, the theory that the federal corporation 
income tax was supplementary to the personal income tax was 
dropped, and the corporation levy was regarded as an mdependent 
business tax. In 1917 the corporation tax rate was set at 6 per cent, 
while the normal personal tax rate was set at 4 per cent. Thereafter 
until 1936, there was no equivalence between the federal corporation 
and the personal normal tax rates, so that the exemption of dividend 
income from the normal tax was meaningless. In 1936 the dividend 
exemption was abolished. Consequently, the continued distinction 
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between a proportional normal tax and a progressive surtax cannot 
be viewed as other than an anachronistic, cumbersome survival. A 
single rate schedule would be easier for taxpayers to understand, 
simpler for the Bureau of Internal Revenue to audit. The earned 
income credit and the few remaining elements of “partially exempt” 
interest could be adjusted to a single rate schedule without particu- 
lar difficulty. 

Limits to progression 

Constitutionally nothing prevents the federal government or any 
of the states from establishing 100 per cent rates on mcome over a 
prescribed amount. Nor does economic theory dictate any maxi- 
mum rate for income taxes. But the graduation of mcome tax rate 
schedules is not purely a matter of legislative mdiscretion. Certam 
fiscal circumstances place loose limits to income tax progression. 

Graduation in state mcome taxes is limited by two considerations. 
With the rates of the federal tax rismg to 79 per cent, were state 
taxes that allowed no deduction for federal tax payments to be 
higher than 20 per cent, they would result m complete confiscation 
of income in excess of some figure. More potent is the considera- 
tion that, if the top-bracket rates of a state income tax are set^ even 
moderately high, wealthy individuals will avoid the tax by moving 
to lower-taxing or nontaxing states. For a number of years, FJorida 
and Nevada have advertised themselves as income-taxless havens for 
millionaires, and boast that they have already attracted many wealthy 
residents from other states. Their success would be correspondingly 
greater if top-bracket state income tax rates were higher than they 
are. 

The federal government does not have to fear, the exodus of mil- 
lionaires because of high income tax rates. National residence is 
not changed as lightly or as easily as state residence. None the less, 
progression in the federal income tax is limited, although by a differ- 
ent set of factors. Let the top rates of the tax be set too high, and 
recipients of larger incomes will find it advantageous to shift their 
investments from corporate securities to tax-exempt government 
issues. As top-bracket rates approach confiscatory levels, the incen- 
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tive to evasion and avoidance is heightened, for the gain to be de- 
rived IS increased. Expert legal talent hopefully or despairingly 
suggests all sorts of “dodges” — incorporation of private yachts and 
racing stables so that the costs of opeiation can be counted as deduc- 
tible current business losses, creation of crusts for relatives and de- 
pendents so that the income devoted to their support shall no longer 
be credited to the taxpayer, formation of partnerships between hus- 
band and wife or father and sons to split up a single large income 
and remove it from the higher tax brackets, and innumerable others. 

Some of these tricks are disallowed by the courts and the tax- 
payers are compelled to pay full tax, but many prove to be valid 
“loopholes,” and provide an avenue of escape until “plugged” by 
subsequent legislation Somewhere along the Ime as top bracket 
rates are pushed higher and higher, a “law of dimmishing produc- 
tivity” comes into operation, and the tax yield from the high income 
brackets falls off with further rate increases. 

Property tax offsets 

Many states first levied their personal income taxes as substitutes 
for their unworkable intangible property taxes or even to replace an 
entire system of personal property taxation. Usually the mtangibles 
tax was abolished forthwith. • But Wisconsm in 1911, and later other 
states, adopted the policy of maintaining the tax on personalty to- 
gether with the personal income tax, allowing the former as an off- 
set to the latter. 

Criticism of property tax offsets has been severe. A careful anal- 
ysis concludes with the denunciation: 

the off-set operates not only in a capricious way, dependent upon 
arbitrary ratios of income and property, but introduces a posi- 
tively vicious element in the redistribution of burdens which it 
brings about ^ 

Such criticisms are based upon the argument that through these 
offsets some mdividuals are able to reduce their income tax pay- 

■^Herbert D, Simpson, The Effects of a Property Tax Off-set under an Income Tax 
Cinsutute for Economic Research, Chicago, 1932), p 53. 
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ments more than others. They overlook the point that whatever is 
saved on the income tax is paid under the property tax. From a 
broader view, the offset is a reasonable combination which reaches 
the two elements of ability based on income receipt and property 
ownership Furthermore, the offset arrangement operates to estab- 
lish a rmn imum revenue for property income taxation, reducing the 
wide variability of the mcome tax yield. The primary count against 
the property tax offset is that it involves double administrative or- 
ganization and procedure to collect a single item of revenue. 

CONSTITUTIONAL LAW OF PERSONAL 
INCOME TAXATION 

Under the Sixteenth Amendment, the federal government is spe- 
cifically empowered to tax income without apportioning the tax 
among the states accordmg to their respective populations. Curi- 
ously enough, it may be.questioned whether the power of the fed- 
eral government to levy an unapportioned personal mcome tax is 
really dependent on this amendment. In two early cases,® the Su- 
preme Court held that the Civil War income tax was an excise, an 
indirect tax, and need not be apportioned. The famous Polloc\ 
cases ® did not decide that a federal income tax as a whole is a direct 
tax, but only that a tax on income derived from property is equiva- 
lent to a tax on the property from which such mcome was derived, 
Hence, to the extent that the federal income tax applied to mcome 
derived from property, it was a direct tax and had to be apportioned, 
A generation later, however, the Supreme Court found a federal 
corporation mcome tax to be an indirect tax, and by applymg the 
subject-measure rule, sustained all income elements included m the 
measure of the tax.'' Later still, the argument of the earlier court in 
the Polloc\ cases was flatly condemned.® Constitutionally, there- 
fore, it would appear that the federal personal income tax could be 
sustained as an excise upon the receipt of income. Under the author- 

^ Pacific Insurance Co. v Soule, 7 Wall. (1868) 433. Springer v U S., 102 U. S (1870) 
586. 

• ?olloc\ V Farmers Loan & Tnest Co,, 157 U S, (1895) 429, 158 U, S (1895) 601 

Flint V Stone Tracy Co„ 220 U S (1911) 107 
^ JBruskaher v Union Pacific Railway Co,, 240 U» S. (1916) 1. 
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ization of the Sixteenth Amendment, it is imposed as a direct tax on 
income. But this constitutional authorization for federal income 
taxation covers only such receipts as the courts construe to be in- 
come; stock dividends, which have been construed by the Supreme 
Court to be a non-income item, may not be brought under the fed- 
eral income tax.® 

Despite the Sixteenth Amendment which gives the government 
power to tax income “from whatever source derived,” a certam class 
of income was long held to be nontaxable under the personal income 
tax. Until the late 1930’s interest on state and local bonds, and the 
salaries of state and local officials and employees were generally be- 
lieved to be beyond the reach of a federal levy, slate mcome taxes 
had to extend a corresponding exemption to mterest on federal 
bonds and to federal salaries.^® Then, in a rapid succession of cases 
beginning in 1938, the Supreme Court shattered the federal and state 
instrumentalities limitations with respect to salaries.^^ Many au- 
thorities believe that the way has been cleared as well for taxation of 
the interest on state and local securities. 

Where the “equality” and “uniformity” provisions of state consti- 
tutions are not construed to prevent state income taxation, a state 
income tax may be imposed directly upon income as such, or may 
be levied as a tax on persons “measured by” the incomes they receive. 
But since a state has no jurisdiction over the persons of nonresidents, 
a state income tax whose subject is persons could not well be ex- 
tended to the income derived by nonresidents from within the tax- 
ing state. Therefore, state mcome taxes specifically or impliedly 
have “net income” for their subject. The federal Constitution im- 
poses no bar to the taxation of nonresidents’ income origmating 
within the taxing state,^® except for one limitation — state income tax 
rates and exemption provisions must not discriminate against non- 
residents.^® 


® Eisner v Macoinber, 252 U S (1920) 189 
Although under the ^^subject-measure"' rule, state bank mcome and corporation income 
taxes were applied to interest on federal securities — sec pp 521 and 511 o£ this volume 
See pp, 209 and 221 of this volume 
Shaffer v Carter, 252 U S (1920) 37 

Travis V, & Towne Manufacturing Co , 252 U. S, (1920) 60 



454 POLL, PERSONAL INCOME, AND PAYROLL TAXES 


JURISDICTIONAL BASIS FOR PERSONAL 
INCOME TAXATION 

Under constitutional law, the federal government and the states 
have full power to tax all income received by residents, and all in- 
come originating within their boundaries. Which of these two 
bases or what combination of them will be employed, is determined 
by the discretion of Congress and the state legislatures Congress has 
chosen to rest the federal personal income tax on both bases, allow- 
ing a credit to citizens for foreign income taxes paid on the basis of 
origin, and allowing a reciprocal credit to alien residents for foreign 
income taxes paid on a nationality basis. In effect, therefore, the 
federal tax is primarily based upon origin. For the most part, as we 
have seen, the states employ both bases, with some provision for 
reciprocal credits. 

Critical opmion predominantly favors residence as the basis for 
personal mcome taxation; the National Tax Association’s model 
tax plan contemplates residence-basis state mcome taxes.^® On 
“benefit” arguments, it is admitted, a case can be made out for taxa- 
tion of personal income both by the state of the recipient’s residence 
and by the state of the income’s origin. The former protects and 
serves the recipient in his personal capacity. The latter protects the 
property from which the income origmates and fosters the business 
which produces it. But as personal income tax rates are currently 
applied, residence-basis taxes conform to “ability” prmciples and 
origm-basis taxes do not. A progressive rate schedule has justifica- 
tion under “ability” doctrmes only when it is applied to the entire 
income received by an individual or family group; residence-basis 
taxes permit such application of progressive rates. When progres- 
sion IS applied to the accidental segments of individual incomes 
which chance to originate in one state or another, it lacks this justifi- 
cation. Given two identical mcomes, such “segmentary” progression 

Until recently, it was doubtful whether a state could tax income which a resident 
derived from real estate located in another junsdicnon The issue has been settled in the 
afiirmaUve by Cohn v Graves, iOO U S (1937) 308 

^ Proceedmgs of the Twenty-Sixth Nationd Tax Cotifetence, 1933, p. 365 But see Tax 
Policy League, The Place of Stale Income Taxation tn tne Revenue Systems of the States 
(1935), p. 10, for recommendation of origm-basis state income taxes. 
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results m lower taxes on income originating in several taxing states 
than on income originating entirely within one state. 

This defect of ongm-basis income taxes might be cured by de- 
termining the tax rate on a segment of “origin” income by the tax- 
payer’s total income. The rate so determined would then be applied 
to the “segment” of income derived within the taxing state. Let us 
assume that a state’s income tax rate schedule is one per cent on the 
first $4000, 2 per cent on the next $4000, and 3 per cent on the excess. 
Of a total $10,000 income, $5000 originates within the state. The 
rate determined by the total $10,000 income is 1 8 per cent. This 
would be applied to the $5000 of “origin” income. The constitu- 
tionality of a similar arrangement in the case of state death taxes has 
been upheld by the courts Should the issue ever be presented to 
the Supreme Court, approval of this arrangement might well be ex- 
tended to state mcome taxation. A combination of origin-basis in- 
come taxes levied by several states, with each state determming the 
rate on its segment of “origin” income by the individual’s total in- 
come, would result in fair comparative tax burdens as among the m- 
dividuals. As compared with residence-basis taxes, the one serious 
disadvantage of origin-basis income taxes is the added adrpinistra- 
tive load resultmg from the multiplicity of returns on segmented in- 
comes. 

A fair and sound system of state income taxation can be developed 
either on an origin or a residence basis, but not on a combination of 
the two. If some states employ the one basis and some the other, or 
if states seek to augment their revenues by employing both bases 
at once, unjustifiable double taxation of the mcomes of some indi- 
viduals IS bound to occur. When but few American states levied 
personal income taxes, the occasional instances of double taxation 
could be ignored. Now that over two-thirds of the states have in- 
come taxes, scores of thousands are hkely to be victims of double 
taxation. * 

Reciprocal credit clauses are included in the income tax laws of 
most of the states taxing on both residence and ofigm bases. Under 
these reciprocal arrangements, eleven states allow credit to residents 


Maxwell v. Busbee. 250 U S (1919) 5^5. 
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for income taxes paid in other states; seven of these, and five others, 
allow credit to nonresident taxpayers for taxes paid to the state of 
residence. But while reciprocity clauses dispel the injustice of 
double taxation, they leave the administrative authorities burdened 
with nonresident returns upon which little or no tax is paid. If the 
system of reciprocal credits becomes general — as seems likely— its 
necessity as a retaliatory weapon against states which selfishly main- 
tain their double tax bases will disappear. A smgle residence basis 
for state income taxes is a probable eventuality. 

PERSONAL INCOME TAX ADMINISTRATION 

Admmistration is the keystone of effective income taxation. If 
the administration fails, the tax must fail — as state income taxes did 
fad untd Wisconsm showed that capable admmistration was possi- 
ble. 

For all the justifiable and unjustifiable criticism aimed at the ac- 
tivities of the federal Income Tax Unit, it has developed a superb 
technique. And many states can also boast now of noteworthy ac- 
complishment in this field. 

CoUection-at-source v. information-at-source 

From an administrative point of view, personal income taxes may 
be divided mto two broad categories — ^those collected at source, and 
those paid by the individual receiving the mcome. Essentially, the 
“collected-at-source” tax is paid by the individuals or business con- 
cerns from whom the recipient obtains the various items of his m- 
come. In practice, a “collected-at-source” mcome tax operates as a 
scries of complementary special income taxes. One tax — on salaries 
and wages— is paid by employers. Another, levied on corporation 
dividends and the interest on registered bonds, is paid by the cor- 
porations issuing the shares or bonds. Still another tax rests on 
royalties, rents, and similar payments, and is paid by»the tenants. 
The tax on other classes of income is paid by the recipients themselves. 

“Collected-at-source” taxes operate on the theory that the payer of 
an item of income, unlike the recipent, has little interest in conceal- 
ing it from the tax collector, and hence evasion will be reduced. 
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Furthermore, the “collected-at-source” tax enjoys a psychological 
advantage. Since the taxpayer is not compelled to pay out funds 
actually in his possession, he does not suffer a direct deprivation 
which might arouse his resentment. But on the side of practical dis- 
advantage IS the impossibility of applying a progressive rate schedule 
to a series of special income taxes. Introducing progression by a 
surtax on all income reported by the recipient, as m England where 
the “collected-at-source” mcome tax has had its fullest development, 
surrenders all the advantages claimed for the “collected-at-source” 
tax. 

Arkansas, Kentucky, and New York authorize the tax on a non- 
resident’s income to be collected at source if the administration is 
persuaded that it might be evaded. Amencan mcome taxes are 
otherwise collected from the recipients. Evasion is forestalled by 
checking data reported against mformation received from the 
sources of mcome payment.^^ Employers must report to federal 
and state tax authorities the salaries o£ employees earnmg more than 
the amount of personal exemption. Corporations are compelled to 
report dividend and interest payments. Information on other 
sources of mcome is also obtainable. Although the tax administra- 
tion is put to an additional labor of correlating return and source 
data, this labor would also be required were a progressive surtax 
levied together with a “collected-at-source” basic tax. 

Assessment 

Personal income taxes may be assessed in two ways — ^by the tax- 
payer himself or by the tax administration. The federal income tax, 
and all state income taxes except Massachusetts’, arc self-assessed 
taxes. Each taxpayer reports the component elements, positive an<4 
negative, of his income, and in addition calculates the figure for his 
taxable income, applies the rates of the tax schedule to it, and de- 
termines the amount of tax due. 

Two essentials to the success of a self-assessed tax are tax forms 
as simple and nearly self-explanatory as ingenuity can construct, and 

A sample **mformatioii^' return form is reproduced in Appendix C, p. 807 of this 
volume. 
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a foolproof set of directions For a long while the federal Treasury 
overlooked the point that most of the complexities entering into the 
calculation of large incomes are not present m the millions of small 
incomes covered by the bulk of tax returns. The taxpayer with a 
$3000 income had to plow through a return form planned to cover 
the possibilities of a $3,000,000 income. For directions, the bewil- 
dered taxpayer was given excerpts from the tax law or from official 
regulations, couched m language more likely to confuse than to en- 
lighten. Happily, the Treasury officials have in recent years given 
thought to the problems of the “little” taxpayer, and have provided 
him with simplified forms and directions With some lag, the 
states are following the lead of the federal Treasury.^® 

Calculation of mcome tax liability under the Massachusetts law 
involves difficulties which the legislature believed beyond the ability 
of the average taxpayer to solve Consequently the Massachusetts 
taxpayer is required only to prepare a statement of his mcome and 
its various sources, the tax admmistration makes actual calculation 
of the tax. The disadvantage of the Massachusetts system is the ad- 
ditional administrative labor necessitated. It has compensating ad- 
vantages, however, since it compels a celerity of handling tax reports 
which is sometimes missmg m the admmistration of self-assessed 
income taxes. 

Audit, check, and review 

From 3,000,000 to 8,000,000 personal income tax returns, half of 
them reporting taxable mcome, are submitted to the federal tax au- 
thorities every year, and proportionately larger numbers— because 
of lower personal exemptions and the application of state mcome 
taxes to nonresidents — to the state administrative agencies. Mani- 
festly, searching inquiry cannot be made into every one of these re- 
turns. In federal procedure, all returns for $5000 income or less are 
verified as to their mathematics in the collectors’ offices, cross- 
checked with information returns, and thereupon relegated to the 
files. Occasional individuals — one in every forty or fifty — ^are called 

Samples of federal and state income tax return forms are reproduced m Appendix C, 
pp. 808-821 of this volume 
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to a collector s o£Sce for a browbeating about a questionable listing 
of a dependent or a suspicious bad debt deduction, more for the 
moral effect of indicating that the office is alert than for the amounts 
of revenue involved. Between three-quarters and four-fifths of fed- 
eral returns are thus summarily disposed of. State tax units accord 
similar brief treatment to small returns. 

Returns for incomes over $5000, between 350,000 and 1,000,000 a 
year, are subjected to a more intensive audit by the internal revenue 
agents who cooperate with the collectors. If any change in tax lia- 
bility is made, the taxpayer is notified and allowed opportunity to 
confer with the agent. Prior to 1938, tax disputes not settled at such 
conferences were referred to the “technical staff” of the Income Tax 
Unit at Washington, and subsequent hearings and reviews were con- 
ducted there; now, members of the “technical staff” are distributed 
among the regional offices, and the higher stages of review are han- 
dled through these offices. Cases where the taxpayer and the “tech- 
nical staff” fail to reach, agreement go into litigation before the Board 
of Tax Appeals. 

Penalties 

Substantial penalties are necessary to induce income taxpayers to 
file their reports when due and to report their income fairly. The 
federal government exacts a penalty of 5 per cent per month, up to 
a maximum of 25 per cent, together with 6 per cent interest, for 
failure to file returns by the due date. Where intent to defraud can 
be proved, the courts may in addition assess fines up to $10,000 and 
impose terms of imprisonment. State penalties, in general milder 
than the federal, vary widely. 

' Innocent understatement of income on a tax return is rarely pun- 
ished, the tax laws being content with an interest payment on the 
deficiency. Where “negligence” is established as a cause of the un- 
derstatement, the interest charge is usually higher. Fraudulent im- 
derstatement is punished even more severely. Under the federal 
law the taxpayer must pay an additional 50 per cent penalty tax, 
and may be sentenced to fine and imprisonment. Many of the state 
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laws provide a 100 per cent penalty tax for fraudulent understate- 
ment. 

Evasion and avoidance 

A self-assessed tax like the personal mcome tax might appear at 
first glance an easy one to evade by willful nonstatement or under- 
statement of income items and willful overstatement of deduction 
Items And so it is, if administration is casual. But where adminis- 
tration IS effective— where a serious audit is given at least to larger 
returns, and where suitable penalties are enforced without favor or 
prejudice agamst all offenders — deliberate evasion of a personal in- 
come tax IS reduced to moderate proportions. It is likely to be rare 
among recipients of large incomes because of the more careful 
scrutmy devoted to their returns and the heavier penalties that they 
would incur Taxpayers in the lowest brackets may indulge in con- 
siderable concealment of mmor items of mcome apart from their 
salaries and may exaggerate their deductible expenses, but the global 
total of all their petty deceptions constitutes but a triflmg reduction 
of the total revenue from a sharply progressive tax. 

Avoidance— utilization of legal loopholes to effect tax savings 
within the letter though contrary to the spirit of the law — ^rather 
than evasion, has been the great difficulty with the personal income 
tax. Income tax avoidance durmg the past quarter century has as- 
sumed a multitude of mgenious forms. The most common method 
is the purchase of tax-exempt securities with funds not actively em- 
ployed in business operation or business control; interest on such se- 
curities is, of course, wholly or partially exempt from federal income 
taxation. The yield on these securities is lower than on correspond- 
ing taxable investments, but the difference in yield is much less than 
the tax saving for wealthy individuals whose incomes are subject to 
the higher bracket rates. Smce both the federal and state govern- 
ments have given active sanction to such tax savmg by specifically 
providing bonds exempt from their own as well as each other’s taxes, 
no shadow of moral disapprobation can attach to taxpayers who 
profit by this method of tax escape; many writers, indeed, object to 
applying the term “avoidance” to investment in tax-exempt securi- 
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ties. All other methods of income tax avoidance heretofore em- 
ployed can be reduced to three basic types: (1) short-circuiting the 
flow of mcome mto expenditure or investment so that it did not ap- 
pear as realized income of the taxpayer; (2) establishing fictitious 
deductions; and (3) fictionally fractioning a single large mcome 
among a number of apparently independent recipients so that high 
bracket rates were avoided. 

Short-circuitmg mcome so as to sidetrack the taxpayer was accom- 
plished by inserting corporations between the taxpayer and some cle- 
ment of his income. One method was to incorporate an expensive 
hobby — an estate, a yacht, a racmg stable. The taxpayer would 
transfer to such a corporation investment securities to provide it with 
a gross mcome sufficient to cover the expenses of the hobby. Thus 
he freed himself of an item of income that otherwise would have 
been taxable to him under the personal income tax. Since the ex- 
penses of the corporation — maintenance of the estate, or yacht, or rac- 
mg stable — ate up all the return from its invested capital, there was 
no net mcome to be subjected to corporation mcome taxation. And, 
of course, such corporations could declare no dividends to add to the 
taxpayer’s taxable income. A second method of short-circuiting in- 
come was to incorporate a “personal holding company” to which 
the taxpayer transferred his mvestments. Such part of the mcome 
of these corporations as consisted of dividends on the stock of other 
corporations was formerly nontaxable under the corporation income 
tax; mcome consistmg of interest on bonds was taxable as corpora- 
tion income at a much lower rate than the higher bracket rates that 
would have applied to the taxpayer’s personal mcome. The tax- 
payer could then borrow his living expenses from the personal hold- 
mg company without incurring any personal income tax liability 
whatsoever, while the company reinvested all the excess over such 
borrowings as the taxpayer personally would have done. 

These “short<ircuit” loopholes in the federal income tax have 
been closed in two ways The federal courts have looked behind 
the fiction of the "expenditure” corporations, and have upheld the 
Bureau of Internal Revenue in taxing the income of these corpora- 
tions directly to the taxpayers for whose benefit they operate. The 
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“personal holding company” loophole' has been plugged by a special 
penalty surtax on such corporations — 65 per cent on the first $2000 
of a personal holding company’s undistributed net income, and 75 
per cent on the excess over $2000. 

Some short-circuiting of income is still possible where a wealthy 
individual or a group of wealthy men control a regular busmess 
corporation and utilize their control power to restrict its dividend 
declarations Thus their taxable dividend mcome is reduced, and 
the corporation employs its undistributed income for further invest- 
ment. The undistributed profits tax of 1936 was directed in part to- 
wards this element of avoidance. With the abolition of that tax in 
1940, the only present check on the practice is a 25 to 35 per cent 
surtax on corporations “improperly accumulating surplus”, this pen- 
alty surtax IS, however, very difficult to apply and is practically a 
dead letter. 

Establishing fictitious deductions also had many possibilities, of 
which we shall note only two. Investments which had declined m 
value from their origmal purchase price, but which the taxpayer still 
wished to retain, were extensively used to establish “capital losses,” 
which could be deducted from other mcome or from realized capital 
gains, according to the provisions of the statute. A “wash sale” 
would be effected — the securities would be simultaneously bought 
and sold, through different agents, at the current market price. Or 
they would be sold to a member of the family. Or they would be 
sold to a friend, with an arrangement for subsequent repurchase at 
the same price. Thus a loss was established for tax purposes, while 
the taxpayer retained ownership or at least control of the securities 
involved. Another brilliantly mgenious technique for establishmg 
fictitious interest payments was worked out and actually applied some 
years ago. An msurance company was mcorporated in Bermuda 
with no requirements as to capitalization, reserves, or procedure. 
Rich men were then solicited to take out life insurance policies for 
fantastic amounts. Premium payments would be covered by loans 
from the company; mterest on these loans would also be borrowed. 
Eventually the taxpayer would default on the accumulated total of 
his premium-plus-mterest loans; the only action the company would 
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take would be to cancel the policy Meanwhile, the taxpayer would 
count his fictitious interest payments to the company — covered by 
equally fictitious loans from the company — as income tax deduc- 
tions. Statute amendments and court decisions have closed most of 
these “fictitious deduction” loopholes. 

“Fractioning” of a large income can be accomplished by splitting 
among the various members of a family the capital which produces 
the income. Then each member has his own independent income 
upon which he makes a separate tax return. The total of income to 
be taxed remains the same, but each fraction of the ongmal income 
is subject to only the lower-bracket rates, so that the total tax is re- 
duced. Of course, by this method the original owner of the income- 
producing capital surrenders his direct control over the fractions 
that he gives away, though he may retam considerable indirect con- 
trol through his influence over the recipients. Moreover, gift taxes 
now penalize substantial gift distributions. To avoid both the gift 
tax and loss of control over capital, the ruse of trusts was tried for a 
while. The taxpayer would establish a series of trusts, with life in- 
come to himself and remainders to the members of his family, per- 
haps with a revocation clause so that he could subsequently reassume 
full control, perhaps with himself as trustee for the trusts so that he 
could continue to exercise control. The courts have ruthlessly gone 
behind these trusts, exammed their mtent, and disallowed them 
when their purpose was primarily tax avoidance. 

There will never be an end to attempts at income tax avoidance, 
particularly with the high rates of the federal tax now in effect. 
But these attempts can be exposed by an administration which makes 
the effort to go behind the face of tax returns and discover any such 
legal dodges. And they can be frustrated by courts that construe tire 
tax law accordmg to its intent, as our present judiciary is domg, and 
by occasional modifications of the statute to close loopholes that 
judicial construction cannot plug. 

Publicity of returns 

(With the federal income tax in existence, the states can save labor 
for themselves and for their taxpayers in the admimstration of their 
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own income taxes. Most states have made the basis of their taxes 
correspond with that of the federal tax, and their returns are mod- 
eled on the federal returns. Of course, exact correspondence is 
impossible, because the states do not tax mcome from federal instru- 
mentalities and the federal tax does not extend to state instrumen- 
tality income, and because most state mcome taxes involve the taxa- 
tion of nonresidents. Xhese differences between state income taxes 
and the federal tax, however, have been reduced to small modifica- 
tory calculations which do not disturb the essential correspondence 
between the two sets of taxes. Returns for the federal income tax, 
accordmgly, provide an excellent check on the returns submitted for 
the state mcome taxes. The federal tax law permits state tax officials 
to examine the federal tax returns. Some, but not all, state tax ad- 
mmistrations are taking advantage of this permission, with gratify- 
ing results. Most of the states allow mspection of each other’s re- 
turns on a reciprocal basis. 

In 1924 radical elements m Congress succeeded in enacting a pro- 
vision permittmg publication of the names of federal mcome tax- 
payers and the amounts of their taxes. General public opposition 
was immediate, and a 1926 amendment limited publicity to the 
names and addresses of taxpayers, an arrangement discontinued two 
years later. Again in 1934 a publicity clause — the ill-famed “pmk 
slip” proposal — ^was included m the income tax law, but it was re- 
pealed in the followmg year before it became effective. These pub- 
licity provisions were enacted on the theory that open announce- 
ment of taxable incomes or of tax payments would lead to discovery 
of evasion. In practice no such beneficial effect resulted from the 
1924 clause. Instead, busybodies were given the opportunity to pry 
into their neighbors’ personal affairs, and taxpayer resentment was 
fanned. 

THEORETICAL CONSIDERATIONS ON PERSONAL 
INCOME TAXATION 

A general personal income tax cannot be shifted. The argument 
behmd this conclusion was given in full m an earlier chapter.^® 


Sec pp. 252 fJ, of this volume 
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Nor can a special income tax, such as those found m New Hamp- 
shire, Ohio, and Tennessee, be easily shifted. But a special mcome 
tax can be capitalized, since subsequent purchasers of investments 
whose yield is taxed can turn to untaxed investments, if the prices of 
the taxed items are not reduced to allow for the tax. 

Some nineteenth-century fiscal writers defended or advocated per- 
sonal income taxes on “benefit” doctrines, arguing that individual 
benefit from governmental activities is in proportion to the income 
enjoyed under government protection. In modern times the “bene- 
fit” doctrine is rarely mentioned in connection with income taxation, 
since “ability” theories give a much stronger justification If, it is 
argued, “taxpaying ability” is best measured by the net income of 
each individual, what tax could be more just than a personal income 
tax? 

Personal income taxes with high exemptions, such as those levied 
in the United States, are markedly “class” taxes. From two to four 
million people pay a federal income tax each year, indicating that 
over nmety per ceht of the gainfully employed are not reached by 
the tax. Progressive rate schedules further emphasize the class char- 
acter of both federal and state income taxes. A personal income tax 
IS one of the few impositions falling heavily on the rich and passing 
over the poor. Since so many other American taxes, particularly 
state and local levies, impose regressive burdens, the progressive per- 
sonal income tax in this country has frequently been defended or 
advocated as a valuable fiscal counterweight. For some conservative 
economists, the “class” character of the income tax is self-condem- 
natory. But to other students of the tax problem this consideration 
IS a matter for approval. 

EMPLOYEE PAYROLL TAXES 

To provide revenue for the old-age pension plan included in the 
Social Security Act of 1935, tfie'Acf provided for two “payroll” taxes,' 
dhe-'to bc'paid'by employees eligible for such pensions,^^ and the 

20 Sec Ralph T Compton, The Social Security VayroU Taxes (Commerce Cleanng 
House, Chicago, 1940). 

21 Excluded were agncultural workers, domestic help> employees of common carriers, and 
government employees 
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other to be paid by their employers. For 1937 through 1942, the 
rate of each tax was set at one per cent of all salaries and wages up 
to a $3000 maximum In 1942 the rate will be mcreased to two per 
cent; at three-year intervals thereafter successive one-half per cent 
increases will be made until the three per cent maximum is reached 
in 1949. Employers act as collectors of the tax on theur employees, 
deducting the amounts involved from wage and salary payments. A 
1937 statute established an old-age pension system for the employees 
of common carriers, financed by employee and employer payroll 
taxes that started at 2% per cent and will eventually rise to 3% per 
cent. 

Six states also levy employee payroll taxes to help finance their 
unemployment msurance programs. In four cases the rate is one 
per cent; Louisiana has a one-half per cent rate, and m Rhode Island 
the rate is l ]/2 per cent. 

Employee payroll taxes allow none of the reductions employed by 
the personal income tax to derive net income from gross income, 
and there is no mmimum exemption. It could be argued that in the 
case of wages and salaries under the $3000 level, gross income is net 
income; there are no costs or expenses associated with the earmng of 
such compensation. None the less, the net availability of salaries 
and wages to their recipients can be reduced by such elernents as 
payment of interest on debts and bad debt losses, to which the pay- 
roll tax gives no consideration. The best view is that the employee 
payroll tax is a gross income tax rather than one on income. 

Durmg the preliminary discussions of the Social Security Act, 
some opponents of the measure insisted that labor would demand 
higher wages to cover payroll tax payments, so that the entire burden 
of the levy would be shifted to employers, and by them would be 
embodied m prices and so shifted on to the consumers. There is no 
evidence that this fear has been realized. The tax burden imposed 
by the old-age pension provision was divided between two payroll 
taxes — the one on employees and the other on their employers. Labor 
apparently accepted this as a fair arrangement, and put forward no 
claims for reimbursement by wage increases. Wage standards in 
America are sufficiently above minimum-of-subsistence levels, so 
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that for practically all classes of employees there was an income mar- 
gin out of which these tax payments could be made. 

Consequences of the employee payroll tax for our national econ- 
omy are interesting to analyze. Old-age benefit payments for 1941 
amounted to only $64,000,000 while the employee payroll tax receipts 
approached $350,000,000. For so long as receipts from this tax con- 
tinue to exceed benefit payments the tax will be in part a net revenue 
levy for the federal government. True, the federal government ap- 
propriates to the old-age and survivors msurance trust fund an an- 
nual amount approximately equal to the combined employee and 
employer payroll taxes, but the excess of this appropriation over 
benefit payments is invested in federal securities, and this saves the 
federal government from having to borrow a corresponding amount 
from outside sources. To the extent and for so long as the employee 
payroll tax operates as a net tax, it tends to reduce national consump- 
tion expenditure.^^ In a recession period this tendency may be a 
deterrent to recovery, offsetting the creation of purchasmg power by 
government expenditure; durmg the defense emergency, when re- 
duction of civilian consumption purchasmg is a desideratum, this 
effect of the payroll tax is a fortunate one. When the time comes 
that old-age benefit payments exceed employee payroll tax receipts, 
the effects noted above will be reversed. 

22 A qualification may have to be made to this generalization if subsequent studv indi- 
cates that thq^ Social Security- Act has induced low income groups to reduce “ramy-day” 
saving and life insurance 



CHAPTER XIX 


Death and Gift Taxes 

Death taxes on the transfer of the property of a deceased person 
to his beneficiaries or heirs, whether by bequest, intestate inherit- 
ance, gifts causa mortts, ot gifts made in contemplation of death, are 
levied by the federal government and by every state except Nevada. 
Taxes on infer mvos gifts are imposed by the federal government 
and nine states. These taxes are a mmor source of revenue for the 
federal and state governments. In 1940, the federal estate and 
gift taxes yielded $360,000,000 — some 614 cent of the federal in- 

ternal revenue. State receipts from their death and gift taxes for the 
same year were $118,000,000— less than 3 per cent of their total tax 
revenues. 


FEDERAL DEATH TAXES 

Death taxation has established itself as a permanent element of 
the federal tax system only during the past two decades. Although 
of all taxes an mheritance or estate tax ^ is least suited to temporary 
emergency use, such was the use made of these taxes m the federal 
system prior to the 1920’s and agam in 1940 and 1941. 

History 

In 1798 the American federal government levied a rudimentary 
death tax m the form of a stamp duty on receipts given for the pay- 
ment of bequests or shares in mtestate estates. This tax lasted four 
years, and was of little importance as a revenue measure. 

When Civil War requirements in 1861 necessitated new sources 
of tax revenue, Secretary of the Treasury Chase turned his attention 

^ An inheritance tax is levied on the share of a decedent’s estate passing to each indi- 
vidual beneficiary or heir An estate tax is levied on the entire estate as left by the 
decedent. 
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to death taxes At his urging Congress voted an inheritance tax 
applying to transfers of personal property only. Tax rates were 
graduated according to the relationship between beneficiary and 
decedent, they were proportional to the amount of the share. Sub- 
sequently the tax was extended to transfers of real property, and the 
rates were increased In 1870 the tax was repealed. 

A 2 per cent inheritance tax included as an element of the federal 
Income Tax Act of 1894 failed when the courts held that law uncon- 
stitutional.^ 

In 1898, as part of its Spanish War tax program. Congress passed 
a death tax that was a curious cross between an estate tax and an 
inheritance tax. Not only was the tax rate progressive relative to 
the size of the decedent’s total estate, but it was also graduated ac- 
cording to the relationship of the beneficiaries and heirs to the de- 
cedent. When the court subsequently held that the progression must 
be based on the shares of the individual beneficiaries and heirs, this 
federal death tax became an ordinary inheritance tax. It was abol- 
ished in 1902. 

Another federal death tax, the first to maintain a lasting place in 
the federal tax system, m spite of the original view that it would be 
only a temporary war measure, was levied in 1916. In form it was 
an estate tax with an exemption of $50,000, and a rate schedule from 
one to 10 per cent. Later, the tax rates were increased and the pro- 
gression sharpened. In 1924, after an attempt to abolish the tax had 
failed, a maximum rate of 40 per cent was applied to the excess of 
an estate over $10,000,000. To protect state death tax revenues, the 
1924 amendment also provided that state death tax payments be 
credited against the federal tax up to 25 per cent of the federal tax. 
In 1926 the federal estate tax was again amended ; the rate schedule 
was lowered, the maximum rate bemg reduced from 40 to 20 per 
cent, and the exemption was raised from $50,000 to $100,000. Credit 
for state death tax payments was at the same time raised from 25 to 
80 per cent. Depression-born necessity for additional revenues caused 
the estate tax exemption to be lowered to $50,000 in 1932, and to 
$40,000 m 1935. Rates were increased by the revenue acts of 1932, 


2 See p 422 of this volume 
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1934 and 1935, and again by the “defense” revenue acts of 1940 and 
1941. 

Current status 

The federal estate duty is not limited to the value of net estates 
left by decedents. In addition to transfers of property by mheritance 
and bequest, it covers survivorship to joint estates ^ and community 
property,^ vesting of certain trusts— revocable trusts and those to 

Table 26 

FEDERAL ESTATE TAX RATE SCHEDULE, 

REVENUE ACT OF 1941 
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cover personal or economic obligations — previously made by the de- 
ceased,® gifts causa mortis ® and in anticipation of death, all transfers 

®An estate in joint tenancy is an estate owned jointly by several individuals, each of 
vithom has full rights to the entire estate, provided he does not exclude the other joint 
tenants against their will On the death of one joint tenant, his rights in the estate pass to 
the other joint tenants by survivorship, consequently a joint tenant cannot bequeath his 
share m a joint estate, nor does it pass to his heirs The most common form of estates m 
joint tenancy m the United States is the joint bank account 

^In California and several other western states, all property acquired by a husband or 
wife after marriage becomes a joint estate known as ‘‘community property ” 

s A revocable trust is one in which the trustor has reserved the power of cancelmg the 
trust entirely, or altenng its terms prior to the vesung of the remainder interest Examples 
of trusts for the trustor’s benefit would be one in which the income was paid to a wife or 
legal dependent, or one whose income was used to defray some normal personal expenses 
of the trustor, 

® A gift causa moms is one made by a dying person. Its distinguishihg feature is that it 
is revocable if the giver recovers 
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to take effect at death, and life insurance payable to the estate or in 
excess of $40,000 to named beneficiaries. Bequests to governmental 
bodies, or to religious, educational, or charitable organizations, are 
not included m the taxable estate. 

All estates exceeding $40,000 come under the federal estate tax. 
The schedule of rates established by the 1941 law is shown in Table 
26 State death tax credits, as established m 1926, have remained 
unchanged since that year. 

STATE DEATH TAXES 

State death taxes have a history reaching back to colonial times. 
Until the twentieth century, however, their significance was social 
rather than fiscal — ^the revenue they produced was trifling. 

History ’’ 

As early as 1687, the colony of Virginia provided that its governor 
should collect in fee a cask of two hundred pounds of tobacco for 
impressing probates and letters testamentary and administrative with 
the public seal, without which they were invalid. In 1825, Penn- 
sylvania levied the first true state death tax, at 214 per cent collateral 
inheritance tax.® Eleven other states enacted death taxes prior to 
1885. Six of these early taxes were probate duties or fees — in effect, 
nonproportional estate taxes — and the other six were collateral in- 
heritance taxes. None had progressive rates or provided for grad- 
uation accordmg to the relationship of the beneficiaries or heirs to 
the decedent. Within a few years of then enactment, most of these 
taxes were either abolished by legislative action or declared uncon- 
stitutional by the courts. None were effectively administered, and 
without exception they failed as revenue producers. 

New York’s inheritance tax law of 1885 inaugurated a new era in 
state death taxation. It provided a 5 per cent rate on real and per- 
sonal property passing to collateral beneficiaries and heirs, and ap- 
plied to such property of nonresident decedents as was located within 

7 See William J Shultz, The Taxation of Inheritance (Houghton MifSin Co , Boston, 
1926 ). 

®A collateral inhcntance tax‘ is one exempting the survivmg spouse, the parents, and 
the desfcAdgnt? of the decedent 
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New York. Its administrative provisions were carefully drawn, and 
it became a model for many other states. 

In rapid succession, other states provided for the taxation of m- 
heritance — twenty new death tax laws were enacted between 1885 
and 1900 During this period, the mheritance tax was extended to 
beneficiaries and heirs m the direct line, and provision was made for 
rate progression. Durmg this period also, the courts experienced a 
reversal of sentiment and found constitutional justification for state 
death taxes. 

A new Ime of development in state death taxation was initiated 
by the North Carolina inheritance tax of 1901 and the Wisconsin 
inheritance tax of 1903. Both taxes grouped beneficiaries and hens 
m five classes, with a separate schedule of rates for each class Both 
provided five brackets of progressive rates, the progression being 
sharper in the North Carolina tax, which applied only to transfers 
of personal property. Until 1916, the states tended to model their 
inheritance tax laws on the Wisconsm tax of 1903. Progressive rates 
and rates graduated according to the relationship of the beneficiaries 
and hens to the decedent became frequent. Administrative provi- 
sions were perfected, and the inheritance tax became a fruitful source 
of state revenue. 

Utah had levied an estate tax with a proportional rate m 1905, but 
for a decade it remained practically unnoticed by students of taxa- 
tion and by legislators in other states. In 1916, Rhode Island en- 
acted a combmation of mheritance and estate tax. In the inheritance 
tax the rates were graduated, like those m a number of other states, 
accordmg to the relationship of the beneficiary to the decedent, and 
rate progression was determined by the amount of the individual 
share. Superimposed upon this inheritance tax was a one-half per 
cent estate tax, based upon the entire value of the decedent’s estate 
before distribution. Rhode Island’s system of death taxation was 
viewed with interest throughout the country. Two years later, m 
1918, Mississippi copied the Rhode Island death tax law almost ver- 
batim. Oregon adopted a similar death tax in 1919. 

State estate taxes were further encouraged by the 1924 federal es- 
tate tax providing for a credit, up to 25 per cent of the federal tax, 
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on payments of state death taxes Under this credit arrangement, 
if a state levied no death tax, the federal government collected the 
full amount of its tax. If state death taxes on an estate exactly 
equaled one-quarter of the federal tax, the federal government col- 
lected three-quarters of its tax. If state death taxes amounted to 
more than one-fourth of the federal tax, the federal government still 
collected three-quarters of its tax, and the estate had to pay the extra 
amount imposed by the state levies. Thus it was to the interest of the 
states to adjust their death taxes so that their rate schedules would 
be just one-quarter of the rate schedule of the federal estate tax. 
New York was the first to take full advantage of the federal credit 
clause. In 1925 that state enacted an estate tax supplementary to its 
inheritance tax, so worded that it was levied only to the extent of 
the difference between the New York inheritance tax and the 25 per 
cent credit on the federal estate tax. When the credit on the federal 
tax was raised in 1926, New York amended its supplementary estate 
tax accordingly. Other states shortly followed in adopting supple- 
mentary estate taxes designed to take full advantage of the federal 
credit. New York and several other states later abandoned inherit- 
ance taxation altogether, and changed to estate taxes modeled on 
the federal law and with rate schedules based on the federal credit. 

Current status 

Every state except Nevada levies either an inheritance tax, an estate 
tax, or a combmation of the two. State death tax yield durmg the 
past decade has varied between $133,000,000 and $181,000,000, ac- 
cording to busmess cycle developments and the chance grouping of 
the deaths of wealthy men. 

For constitutional reasons,® these state death taxes cannot apply to 
real property or tangible personalty owned by resident decedents 
but located outside the taxing state; such “outside” property is sub- 
jected to the nonresident death taxes of the states wherein it is lo- 
cated. In general, the rules for calculating the net taxable estate are 
similar to those for the federal estate tax, but the treatment of gifts 
made in contemplation of death, charitable bequests, insurance, and 


3 See p 216 of this volume. 
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some other items vanes somewhat. Absence of uniformity is par- 
ticularly noticeable m the taxation of the property of nonresident 
decedents. 

Ten states accomplish death taxation exclusively through estate 
taxes. Minimum exemptions under these estate taxes range from 
$10,000 m Oregon and Utah to $100,000 m Alabama, Arizona, Flor- 
ida, and Georgia, whose estate duties are merely enactments of the 
federal estate tax credit. Utah’s estate tax has the lowest rate sched- 
ule— 3 per cent on the first $25,000 of an estate, rismg to 10 per cent 
on the excess over $125,000. At the other extreme. North Dakota’s 
estate tax has a schedule rismg to 23 per cent on estates over $1,- 
500,000. 

Rate schedules vary even more widely among the thirty-eight state 
inheritance taxes. To begin with, all of these inheritance taxes in- 
volve minimum exemptions and rate graduation according to the 
relationship of the beneficiary or heir to the deceased Mmimum ex- 
emptions range from $75,000 for widows in Kansas, to $100 or none 
at all in many states for distantly related beneficiaries. New Hamp- 
shire still clmgs to a collateral inheritance tax — ^no tax whatsoever 
on transfers to direct heurs, and 814 per cent on transfers to other 
beneficiaries and heirs. A few states have only two rate schedules 
— one for direct inheritors, and the other for collaterals. Inheritance 
taxes of other states differentiate three, four, and everi five relation- 
ships. 

Superimposed on this relationship discrimination, in all but four 
states, IS a rate progression based on the size of the beneficiary’s share 
of the estate. The progression may be mild, as m Maine, where the 
top rate on the shares of direct heirs is 3 per cent and those of col- 
lateral heirs, 6 per cent. Or it may be sharp, as in Mmnesota, where 
direct heirs pay up to 12 per cent, and distantly related beneficiaries 
up to 60 per cent. 

Finally, as a supplement to the regular inheritance or estate tax, 
most states impose a duty to cover the full allowayiee, of the federal 
^dit. In all cases, the rate schedule of this supplementary tax is 
graduated from three-quarters per cent on the first $50,000 in excess 
of $100,000 to 16 per cent on tjie excess over $10p00p00. If regular 
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inheritance or estate tax payments exceed the amount of the sup- 
plementary estate tax, nothing is paid under the latter But if the 
amount of the supplementary tax is greater, the difference is col- 
lected by the state No additional burden is imposed on the taxed 
estate, smce its federal tax payment is reduced accordingly. 

JURISDICTIONAL CONSIDERATIONS 

During the early 1920’s, an estate, or portions of it, might be sub- 
jected to overlapping taxation by two, three, or even more states. 
Tangible personalty would be claimed for taxation by the state of 
tlie deceased’s domicile and by the state wherein the property was 
located. Corporation shares might be taxed by the state of domicile, 
the state where the certificates were physically located, and the state 
or states of the company’s incorporation — ^with Wisconsin claimmg 
at one time the right to tax a nonresident estate if it owned shares 
of non-Wisconsin corporations possessing property located in Wis- 
consm. Other intangible items could also give rise to multiple 
taxation. 

A few states met the issue by limiting the base of their death 
taxes to property owned by resident decedents. Urged by the Na- 
tional Tax Association, a much larger number provided for recip- 
rocal exemption of the intangible property of nonresident decedents. 
Under a reciprocal clause, a state levied no death tax on the intan- 
gible property of decedents domiciled in those states which did not 
tax the intangible property of decedents resident m the taxing state. 
Such was the impetus of this movement that by 1932 thirty-nine of 
the forty-seven death tax states had reciprocal exemption provisions. 
It seemed possible, even probable, that by this method of mutual 
accord, the states themselves would end the abuse of multiple death 
taxation. 

Meanwhile, beginning in 1925, the United States Supreme Court 
pruned away various possibilities of double death taxation by defin- 
mg and limitmg the taxable situs of different classes of property. 
First a smgle situs— the state of location— was assigned to tangible 
personalty.^® The same rule was subsequently established for money 
Trick, ‘Pennsylvania^ 268 U. S (1925) 603 
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in a safe deposit boxd^ Next to be outlawed was the Wisconsin 
system of taxing a nonresident decedent’s holdings of the shares of 
foreign corporations which owned property located in the taxing 
state/^ Finally, government bonds were conceded a tax situs only 
in the state of the decedent’s domicile, and a similar restriction 
was laid on the taxation of the most important class of intangible 
personalty — shares of corporate stock “ 

Thus, with or against their wills, the states appear to have had 
their problem of double taxation settled. Although the Supreme 
Court has not stated the principle m universal terms, and though 
exceptions may be developed m the future, property generally would 
seem to have but one situs for death taxation — realty and tangibles 
where they are physically located, intangibles at the domicile of the 
decedent. Nonresidents remain subject to taxation under state 
death tax statutes only when they die possessed of realty or tangi- 
bles physically within the taxing state. On such property they are 
not taxed by the- states of their residence— no double taxation is 
involved. 


THE TAXABLE ESTATE 

Estate taxes apply to the net estate left by the deceased, mherit- 
ance taxes to the net shares passing to the beneficiaries. Determina- 
tion of the gross estate or shares, and determination of the allowable 
deductions, both raise points of practical and theoretical inquiry. 

Elements of the gross estate or share 

All property of a ’'deceased,^® over which the taxmg government 
has jurisdiction, is mcluded m the calculation of “gross estate.” By 

^^Blodsett V Silberman, 211 U S (1928) 1; Baldwm v Missouri, 281 U S (1930) 586 
Rhode Island Trust Co v Boughton, 270 U S (1926) 65 
farmers Loan & Trust Co v. Minnesota, 280 U S (1930) 204 
First National Ban\ of Boston v State of Maine, 284 U S (1932) 312 
A sample state death tax Tcport form showing how the junsdicUonal and economic 
elements of an estate are to be accounted for in determining tax liability is reproduced in 
Appendix D, p 822 of this volume No special report form is used for the federal 
estate tax. 

In the eight states where the system of community property obtams, only one-half of 
the }oint property of husband and wife is deemed to belong to the estate of the first to die. 
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a fortunate quirk of judicial reasoning, the “federal instrumentali- 
ties” limitation has never been applied to state death taxation, nor 
the “state instrumentalities” limitation to federal death taxation. 
So-called “tax-exempt” bonds, therefore, must be fully listed for 
both state and federal taxation. 

Gifts of property before death were early utilized to avoid death 
taxes applying only to property of which the deceased died pos- 
sessed To meet this threat, the federal estate tax and most state 
death taxes have been extended to include “deathbed” gifts, and 
gifts made in contemplation of death. Usually the law provides 
that a gift made within a specified period before death, ranging 
from nmety days m Kansas to six years in Arizona, is presumptively 
made in contemplation of death and to avoid the death tax. The 
law cannot go further than to establish a presumption of mtent to 
avoid the tax,^^ and such presumption may, of course, be rebutted 
by evidence to the contrary. In suits on this issue the taxing gov- 
ernment IS usually at great disadvantage; the federal government 
wms less than 5 per cent of its “contemplation” cases, the states 
even less 

Another “outside” item which the tax laws insist must be m- 
cluded in the gross estate is the corpus of trusts created by the 
decedent durmg his lifetime to avoid death taxation. No consti- 
tutional problem is involved in extending death tax laws to cover 
such trusts, but the courts construe “trust tax” clauses very strictly, 
and if the statute is not to fail of its purpose, its wording must be 
both comprehensive and precise. The federal estate tax is specifi- 
cally extended to trusts of which the maker was a beneficiary durmg 
his lifetime or over which he maintained any power of revocation 
or control. Some states have adopted the language of the federal 
law, but in many cases their “trust tax” clauses have been faultily 
drawn and accord little protection against this form of avoidance. 


Schlestnget v Wisconsin, 270 U S (1926) 230j Heiner Donnan, 285 U S (1932) 
312 A good survey of the development of law on the subject is presented in C Lowell 
Harris, “Gifts m ContcmplaUon of Death,” Taxes, March 1941/pp 151-160 and April 1941, 

pp. 216-221 
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Deductions 

Debts owed by the deceased are deducted from his assets to deter- 
mine the net estate. An inheritance tax, based on the share passing 
to each beneficiary or heir, necessarily excludes the costs of admin- 
istering the estate, since these costs are subtracted before the estate 
IS divided. Administrative expenses are also allowed as a deduction 
under the federal estate tax, but some state estate taxes mclude them 
on the theory that the tax is imposed on the net estate existing at 
the moment of the owner’s death, and administration costs develop 
after the owner’s death. The federal tax does not allow deduction 
of state death taxes in the calculation of net estate, but more than 
half the states allow, full deduction of the federal tax. 

Bequests to governmental bodies or to private educational, chari- 
table, or religious organizations are generally allowed as deductions. 
Most states, however, limit the deduction to bequests made to insti- 
tutions withm their own borders; only ten states generously exempt 
all such bequests, irrespective of the location of the beneficiary. 

To prevent rapid repetition of death taxes when heirs die soon 
after their legators, the federal government and fourteen states pro- 
vide that withm a specified period no second death tax shall be 
levied upon any part of a decedent’s estate earlier subjected to a 
death or gift tax. In the phraseology of the tax statutes, such part 
of an estate as was subjected to a prior death or gift tax withm the 
specified period is allowed as a deduction from the gross estate. 
Under the federal law the period is five years. State laws set periods 
ranging from one to six years, five bemg the most co m mon. Several 
states limit this deduction to property passing to direct heirs. 

Time of appraisal 

Were property and investment values always stable, it would not 
matter when the assets of an estate were appraised for death taxa- 
tion. Value as of the date of the owner’s death, value as received 
by the executor or administrator in the course of liquidating the 
estate, or value as transmitted to the beneficiaries and heirs — all 
yvould be identical. But with property and investjs^At values rising 
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or falling rapidly, diese three values may differ widely. Which 
value IS chosen as basis for death taxation may be of considerable 
importance to the taxmg government and to the heirs and bene- 
ficiaries. 

Legal theory assumes that an estate passes from its former owner 
to Its new owners at the moment of the former’s death. An admin- 
istrator or executor is only a special trustee for the heirs and bene- 
ficiaries, and before ever he enters upon his duties, the transfer of 
title has already occurred constructively. In strict theory, therefore, 
the taxable value of an estate and of the distributive shares is deter- 
mined as of the date of the owner’s death. In actual administrative 
practice^ other values are utilized — ^for items whose prices are quoted 
in active organized markets, value as of the time when the executor 
or administrator entered upon his office is accepted; for other items, 
the prices actually received upon conversion are accepted. In 1935, 
the federal estate tax was liberalized to permit the executor or ad- 
mmistrator to- establish the tax valuation of the estate as of one year 
after the decedent’s death. 

PERSONAL EXEMPTIONS AND RATES 

Major issues in death taxation, as in the personal income tax, are 
the amount of minimum exemptions to be allowed, and the degree 
of progression to be applied to rate schedules. In addition, fasci- 
nating theoretical questions are raised by relationship discrimination 
in state inheritance taxes. 

Minimum exemptions 

Minimum exemptions in state inheritance taxes are true personal 
exemptions — each beneficiary and heir enjoys his particular exemp- 
tion, its size usually determined by his relationship to the deceased. 
Generous allowances to the surviving spouse and to the direct heirs 
fin d am ple justification. Frequently such heirs were dependent 
upon the decedent for their support, and have now lost a provider. 
Frequently also, in the case of widows and minor children, their 

See William J Shultz, “Death Tax Exemptions,” in Tax Policy I-eaguc, T^x ’Bxempttom 
(the League, New York,*! 939), Ch IX, 
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shares of the estate are thereafter their sole means of support. When 
such shares are small, to tax them would work real hardship upon 
the recipients. 

But there is no justification for exemptions to other classes of 
beneficiaries. A brother, or a nephew, or a cousin rarely suffers 
diminution of financial capacity by the decedent’s death. Their 
shares of the estate are pure windfalls. Even on admmistrative 
grounds there is no argument for exemptions to collateral bene- 
ficiaries. If the total estate is large enough to be reported to the 
tax administration, the executor’s or administrator’s tax report is 
audited as a unit, and the exemption of a $100 or $200 bequest to 
some distant relative does not save the admmistration any labor 

Under an estate tax, a minimum exemption does not operate as 
a personal exemption— it does not benefit any predetermined class 
of mdividuals. As most wills are drawn, death taxes reduce the 
amount of the residuary estate after all specific legacies are paid. 
Hence a mmimum exemption under an estate tax benefits the re- 
sidual heir or legatee, whoever he may be. In most wills the resid- 
ual estate passes to the widow and children of the decedent, in 
which case they benefit from the minimum exemption. But this 
is not an invariable rule. Where durect heirs are covered by a spe- 
cific trust, and a small residuary estate is left to some special interest 
of the legator, the exemption favors this interest, whatever or who- 
ever it may be.^® 

With the personal effect of estate tax exemptions so uncertain, 
administrative and fiscal considerations must be given predomi- 
nant weight m setting their size. Primary intent of the exemption 
is to save the tax administration the costs of checkmg and auditmg 
thousands of returns on small estates the tax receipts on which 
would not cover, or would do little more than cover, the costs in- 
volved. The $10,000 exemption allowed under the estate taxes of 
Oregon, Rhode Island, and Utah probably comes as close to fulfill- 
mg this purpose as any other arbitrarily chosen figure Minimum 

An exception must be made m the case of the New York estate tax No exemption is 
allowed to the general estate but spcafic personal exemptions are allowed on the shares 
passing to direct heirs 
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exemptions of $100,000, allowed in Alabama, Arizona, Florida and 
Georgia, are not dictated by ordinary administrative or fiscal consid- 
erations; these estate taxes are purely “parasitic” levies imposed to 
take advantage of the federal estate tax credit, and the $100,000 
exemption is dictated by the federal credit. 

The large exemption of the federal estate tax has a special reason. 
On tire occasion of the first federal estate levy in 1916, Congress 
determined that the federal government would limit its death taxa- 
tion to large estates, and leave to the states the field of small estates. 
In effect, the federal estate duty was to be a sort of surtax super- 
imposed over and above the relatively moderate state taxes. Inci- 
dentally, since only a relatively small number of estates would come 
under its ken each year, the federal tax administration would save 
itself enormous administrative costs. That origmal intention has 
been maintained The original $50,000 exemption was raised to 
$100,000 in 1926 when revenue needs were eased. Despite the fran^ 
tic search for* additional federal revenue in recent years, the estate 
tax exemption was lowered only to $40,000. 

Relationship discrimination in inheritance tax rate schedules 

As in minimum exemptions, a fairly convmcing argument can 
be presented for lower taxes on the shares of an estate going to a 
widow, and to children, parents, and other direct dependents of 
the deceased than on the shares passing to other beneficiaries. Direct 
heirs come mto possession of a certain wealth, but since they lose 
their provider at the same time, their inheritance is far from pure 
gain To justify lower rates on nephews than on cousms, on first 
cousms than on second cousins, on blood relatives than on relatives 
by marriage, is more difi&cult. French and Italian writers have 
argued at length that grief for the deceased varies in intensity with 
the closeness of the blood tie and that lower rates on nearer collat- 
eral relatives compensate for these varymg degrees of grief. Also, 
they insist, mheritance tax rate discrimination according to the re- 
lationship of the beneficiaries and heirs to the deceased helps pre- 
serve a proper balance in the monetary side of the family edifice. 
Such reasonmg is alien to American modes of thought. 
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Complicated relationship classifications such as are still found in 
a few state mhentance taxes are hangovers from European tradi- 
tions which once influenced our mhentance tax legislation. Current 
tendencies are towards differentiatmg at most between direct heu-s 
and other beneficiaries and, even further, towards replacing inherit- 
ance taxes by estate duties havmg no relationship discnmmation. 

Progressive rate schedules 

Progressive rate schedules m death taxes are difficult to justify 
under current distributive doctrmes. Obviously the burden imposed 
by a progressive estate tax can bear no relation to the “abilities” or 
“benefits” of various heirs and beneficiaries who receive different- 
sized bequests either by the testator’s will or the laws of descent and 
distribution. Just as obviously, “ability” and “benefit” can have no 
significance as applied to the deceased owner of the estate. “Abil- 
ity” and “benefit” doctrmes can be dragged into the controversy 
over progressive estate taxes only by mterpretmg an estate tax as a 
“back tax” on the owner of the estate. 

Progressive inheritance taxes fare little better. Relative taxpaying 
ability of the beneficiaries and heirs cannot be determmed by exclu- 
sive reference to the shares they received from the estate of a dece- 
dent. In the first place, wealth alone is not a satisfactory measure 
of taxpaymg ability. Moreover, the share of an estate received by 
a beneficiary or an heir rarely constitutes his entire wealth, so that 
rate progression based solely on the size of his share cannot by any 
theory approximate his taxpaying ability. Surely a millionaire who 
receives a one-thousand-dollar bequest has a relatively greater tax- 
paying ability than a pauper who receives a fifty thousand dollar 
bequest. Yet under a progressive mhentance tax the latter is taxed 
more heavily than the former.^® 

In spite of the fallacies mvolved, glib “ability” and “benefit” jus- 
tifications for progressive death tax rates are given and popularly 
accepted. The true motivation for this progression, however, would 


20 The German inhenrancc tax of 1919 provided that the prior wealth of the heir or 
bcncficiarj should be taken into account in determining the application of a progressive 
rate schedule The provisjon failed because the administration proved impossible 
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appear to be not theories of tax justice but the social intent to equal- 
ize distribution of wealth and check hereditary transmission of large 
aggregates of property. 

Possibilities of progression in state death taxes are sharply limited 
Let any one state or group of states carry rates on large estates or 
inheritances above the general level, and wealthy individuals, to 
protect their estates, will transfer their residences to lower-taxing 
states. At the present time the federal estate tax credit allowance — 
three-quarters per cent to 16 per cent — more or less establishes the 
maximum for state death tax progression. But the federal govern- 
ment is not bound by such considerations, since even confiscatory 
death tax rates are not likely to cause a man to move to another 
country. Evasion in death taxation is rare, because the tax is calcu- 
lated and paid by executors and administrators who are officers ef 
the courts, and not by owners of estates. Nor is avoidance possible 
by investment m tax-exempt securities; no form of property is con- 
stitutionally exempt under death taxation. Avoidance by the mak- 
ing of gifts durmg the estate-owner’s lifetime has been plugged by 
the enactment of federal and state gift taxes. And the statutes and 
courts have generally blocked avoidance by creation of trusts and 
other circumventions. Congressional discretion is the only limit to 
progression m the federal estate tax. 

Where the rate progressions are identical, a progressive estate tax 
imposes a heavier burden than an inheritance tax. If an estate is 
divided into many shares, each share is a reduced unit and comes 
only under the lower bracket rates of an inheritance tax. But if an 
estate tax apphes, there can be no division of the estate to bring the 
shares under the lower bracket rates. The total estate determmes 
the amount of the tax, without regard to the division into benefici- 
aries’ shares. 

The federal estate tax credit for state death taxes 

Bitter controversy has been provoked by the federal estate tax 
provision that state death tax payments may be credited, up to a 
prescribed fraction, against federal estate tax payments, as indicated 



484 


DEATH AND GIFT TAXES 


m Table 26.^^ This clause has been and is still denounced in some 
quarters as coercing the states to mamtam uniformity of rate burden 
m state death taxation. It has been criticized as opposed to the basic 
principles of American government, as impairmg the freedom of the 
states m the exercise of their home rule, and as subordmating to the 
dommation of the federal government the right of the states to 
regulate their own affairs. 

Two arguments have been advanced m support of the credit. 
First, the credit softens the burden of the federal estate tax and 
permits the states to levy correspondingly heavier death taxes. A 
similar result could be obtained more simply, however, by an out- 
right reduction of the federal estate tax rates. The second argument 
for the credit clause is more potent. Prior to the enactment of this 
clause in 1924, the states had shown a tendency to bid for the resi- 
dence of wealthy individuals by competitive reduction of death tax 
rates. Florida carried this competition to the point of adopting a 
constitutional amendment forbidding the enactment of a death tax, 
and subsequently advertised this constitutional provision as a lure 
for rich residents^® Without some check, the competition might 
have forced states desiring and needing death tax revenues to sur- 
render this form of taxation. Withm the limits of the credit al- 
lowed, all death tax competition among the states has been ended. 
Whether a rich decedent was domiciled in Nevada or Massachu- 
setts, his estate pays the same tax; if he was a resident in Nevada, 
the federal government collects all the tax, if he was a resident m 
Massachusetts, the state government takes part of the tax and the 
federal government part. ' 

Coercion of the states is, of course, the very essence of the credit 
clause. A mmority of the states is being forcibly restrained from 
“hijacking” the death tax revenues of the majority. Such coercion 
IS, perhaps, not altogether a matter for condemnation. The practical 

Sec pp 469 and 759 of this volume The present credit allowance starts with 54 per 
cent on the first $50,000 of the estate m excess of $100,000, and rises to 16 per cent on 
the excess of the estate over $10,100,000 

t An amendment to the Florida constitution permitting the levy of a death tax to lake 

I advantage of the credit clause was ratified in 1930, 
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effect of the clause was to double the state death tax revenues be- 
tween 1926 and 1931. 

Tax rates on property of nonresident decedents 

How to bring the death tax burden on the property of nonresi- 
dent decedents into harmony with the burden on estates of resident 
decedents is a problem still bothermg many states Real and tan- 
gible property physically located within the taxing state is likely to 
be a small fraction of the total estate of a wealthy nonresident dece- 
dent To subject It directly to a progressive inheritance or estate tax 
runs counter to the prmciple that such a tax should take into ac- 
count the entire estate of a decedent or the entire amount of a 
beneficiary’s share. A special flat-rate tax on the taxable property 
of nonresident decedents — ^the so-called “Matthews flat-rate plan” — 
IS one solution of the difficulty. By sacrificing the progressive prin- 
ciple, it avoids improper discriminations between nonresident dece- 
dents. It IS also subject to the limitation that the rate on any 
nonresident decedent’s property must never exceed the rate which 
would have been charged had the decedent been domiciled in the 
taxmg state.^® An alternative solution is the application of the same 
progressive rates to nonresidents’ and residents’ property with the 
rates determmed by the total estate or share rather than the amount 
of property actually withm the taxing state. This so-called “New 
Jersey ratio plan” received the approval of the United States Su- 
preme Court some two decades ago/* and the approval still stands. 

To some extent the same discrimination is mvolved in the appli- 
cation of progressive death taxes to the property of resident dece- 
dents. The state of the decedent’s domicile cannot tax real property 
and tangible personalty belonging to the decedent’s estate but located 
in other states. Therefore the final rate actually applied to the prop- 
erty of a resident decedent may be determmed by a fraction, mstead 
of the entirety, of the estate or shares. This shortcoming could be 
remedied by extending the “New Jersey ratio plan” to the taxation 

See Smtih v houghmaUt 245 14. Y. (1927) 486. 

^maxwell V Bugbee. 250 U S (1919) 525. 
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of the estates of resident decedents. Since the courts have approved 
Its application to nonresident estates, it is difficult to see why they 
should not sustain its application to resident estates. 

ADMINISTRATION 

Administration of death taxes enjoys an advantage not present 
with any other tax. Assessment and payment are focused on the 
executors and administrators of the taxed estates. As officers of the 
probate courts, these individuals act in quasi-ofhcial capacity. Their 
acts are under constant judicial surveillance. They dare not attempt 
evasion of the state and federal death taxes. Moreover, the executor 
or administrator does not actually appraise the estate. In some states 
this function is performed by “appraisers” appointed by the probate 
courts, and the appraisal made for the purpose of distnbutmg the 
estate is available to determine its tax liability. In other states ap- 
praisal IS made by representatives of the state tax commission or 
other agency admmistermg the death tax, and may be used for dis- 
tributing the estate. 

Audit of death tax returns for evasion or error is hardly neces- 
sary. But the tax admmistration must often pursue far-reaching 
mquiries into the background of large estates Lifetime transac- 
tions of the deceased must be examined to determine whether any 
of them constitute attempts at death tax avoidance. When this 
function IS laxly handled, a death tax is doomed to partial failure 
The federal Estate Tax Division has been particularly effective in 
this field. 

Many states have given scant thought to the administration of 
their death taxes. In several the tax is still administered by the pro- 
bate courts although they are utterly unequipped for the task. Else- 
where state death tax collection is an incidental function attached 
to the office of the State Treasurer, the State Comptroller, or the 
State Auditor — also an unfortunate arrangement. More than half 
the states, however, have wisely delegated their death tax adminis- 
tration to state tax commissions or other central tax agencies. 

Existence of the federal estate duty has facilitated the work of the 
state tax administrations on large estates. State tax departments 
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have available the careful investigations of the federal Estate Tax 
Unit as a check on their own audits. In a number of states, appar- 
ently, the tax authorities have shifted to the federal examiners die 
entire responsibility for checking returns on large estates, and are 
content to accept whatever returns are finally satisfactory to the 
federal people. 


THEORETICAL CONSIDERATIONS 


Because of the high rates embodied in death tax schedules, the 
severity of tax payments on large estates, and the social issues in- 
volved, the prmciples of death taxation have been the subject of 
much controversy. A volummous literature on the subject exists 


Economics of death taxes 

The question of who bears the burden of death taxes does not 
depend, as in the case of most other taxes, on economic reasonmg 
but upon categorical assumptions about the nature of the tax. Four 
mutually contradictory views have been advanced.^“ The first, at- 
tributed to the English philosopher-economist Jeremy Bentham, is 
that death taxes impose no burden upon anyone, since the deceased 
accumulator of an estate is manimate by the time the tax is im- 
posed, and his successors have only a legal expectation without any 
economic basis. The second, expressed by the English economist 
Arthur Pigou and recently emphasized by the American writer 
James Hall, is that a death tax is a “back” property or mcome tax, 
so that Its mcidence is the same as these other taxes on the deceased; 
somewhat related is the view of Professor Shirras .that the deceased 
had to forego consumption to anticipate the tax on his estate, so that 
It operates' as a “back” consumption tax, and has the incidence of 
such a tax. The third and most common view is that the incidence 
of a death tax is ojiji)£-be:iefi.ciaa£S, smce they are deprived, m a 
negative way, of wealth which they would otherwise by operation 
of law or bequest have received. Finally, a few writers argue that 
the burden^of thejiaxis.diyidedjjetween the deceased and his bene- 

James K. Hall, ‘’Incidence of Death Duties/* American Economic Eevtett/, Voh XXX, 
March 1940, pp. 46-59. 
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ficiaries, to the extent that the deceased may have been affected to 
some extent in accumulating his estate by anticipation of the taxes 
on It. There is no basis for choice between these four propositions, 
since all rest upon improvable assertions. 

Death taxes are frequently denounced as taxes on capital. It is 
argued that, by absorbing a portion of the capital of decedents’ es- 
tates, they deplete the capital resources of the country, and thus 
check Its economic progress. As was pomted out in an earlier chap- 
ter, no tax can destroy or absorb capital.^® The true issue is the 
relative extent to which a tax ultimately reduces consumption ex- 
penditures or savmgs. Since savings comprise the current fund 
which finances the creation of new capital properties, if all current 
savmgs are actually being utilized for capital construction, a tax 
which tends to reduce savings may retard the capital growth of the 
country. Every tax is likely to impmge on savmgs to some extent, 
but death taxes, as we shall see, are paid practically m entirety out 
of potential savmgs. Hence, relative to the amount of tax collected, 
they reduce national savmgs more than most other taxes. 

Unless there is sufficient insurance to cover the death taxes on 
an estate, part of it must be sold to raise cash for the taxes. Even- 
tually, these items from the taxed estate are purchased by individ- 
uals who, except for such purchase, would have placed their current 
savmgs in other investment. Indirectly, the savmgs of these indi- 
viduals have been diverted to governmental use. Were heirs apd 
beneficiaries subsequendy to stint themselves and save the amount 
of death tax on their shares, such saving would offset the diversion 
of the savings of the purchasers mentioned above. But no such 
offset occurs, since heirs and beneficiaries look upon the net amounts 
they receive as windfalls, unrelated to the normal currents of their 
income and expenditure, and do no extra savmg. 

There is a remote possibility that the decedent prepared, by per- 
sonal abstinence, for the death taxes on his estate. He may have 
taken out life insurance to meet the death taxes eventually to be 
levied on the estate, and have covered the premium payments by 


See pp 268-269 o£ tins volume* 
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reducing his consumption expenditures. More likely, however, such 
insurance premiums were covered out of mcome which would 
otherwise have been saved and devoted to other forms of invest- 
ment, so that here also savings rather than consumption expenditure 
are reduced. 

Death taxes, then, exercise a relatively greater deterrent effect on 
national savmg than other taxes paid, m part at least, by a reduction 
of consumption expenditure. Whether such reduction of savings 
retards capital creation depends on the margin between national 
savings and capital creation. The evidence we have on this subject, 
covermg the 1920’s, indicates that after reduction of savings by 
death taxes and all other taxes then in effect is accounted for, there 
remamed a wide margin of oversaving. We may conclude that, for 
the 1920’s at least, American death taxes did not retard the accumu- 
lation of national wealth. 

Distributive theories 

Death taxes are commonly justified under the "ability” theory. 
It is argued, first, that if the tax be considered as upon the decedent, 
It strikes him at the moment of his supreme taxpaymg ability — 
namely, on the occasion of his death, when he has no further earthly 
use for his property. A second branch of the ability argument is 
that, if the tax be considered as upon the beneficiaries or heirs, it 
applies to property on which at the moment they possess high tax- 
paymg ability. Inherited wealth is m the nature of a wmdfall. 
Beneficiaries and hens have not earned it and have no right to it 
other than that created by state statutes of descent and bequest. 
Furthermore, until they receive then shares from the executor or 
administrator of the estate, the taxed property does not belong to 
them and they cannot be considered as burdened by any taxes 
upon it. 

These “ability” arguments may convince those who wish to be 
convinced of the basic “justice” of death taxes. They collapse badly, 
as we saw,^’^ when the attempt is made to use them as justification 
for rate progression in death taxes. Likewise, they offer but weak 


See p, 482 of this volume. 
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support for inheritance tax rate graduation according to the rela- 
tionship of the beneficiary or heir to the decedent 

A second distributive justification for death taxation — the “silent 
partner” doctrine — maintains that an individual can accumulate an 
estate only by reason of the busmess milieu provided by the State. 
In effect the State is a silent partner in the accumulation of every 
mdividual fortune. Its share m the accumulation of large fortunes 
is relatively greater than for small fortunes. A death tax is merely 
the State’s method of collecting its share m the partnership assets 
on the dissolution of that partnership. While the “silent partner” 
doctrine supports estate taxes and rate progression, it offers no jus- 
tification for inheritance taxes and relationship discrimmation. 

Durmg the early part of the nineteenth century, a number of 
economists argued that death taxes find their justification m the 
“benefit” theory of taxation. Sometimes the “benefit” involved vs?as 
stated as the government’s protection of the estate in the period 
from the death of the original owner to the actual distribution of 
the estate among the heirs. Sometimes the concept of “benefit” was 
extended to mclude the general protection afforded the property 
during the lifetimes of the original owners and the heirs. Propo- 
nents of the “benefit” theory of death taxation were usually anxious 
to limit the tax to a moderate transfer fee, and advanced the “bene- 
fit” argument as authority for so limiting the tax. 

A number of writers have argued that a death tax is a sort of 
lump-sum “back tax,” taking the place of property and mcome 
taxes which might have been levied during the lifetime of the de- 
cedent, or which were levied but were evaded or avoided by him . 
While such argument might justify an estate tax, it offers no sup- 
port for an mheritance tax. 

Finally we may note the contention of some legalists that there 
is no “natural right” of bequest or inheritance. Transfer of prop- 
erty at the ‘deaih of the owner is a privilege accorded by the laws of 
the states, and what the states give, they may take away or limit 
to whatever extent they please. Although this is true of transfer of 
property at death, it is no less true of any other civil status or trans- 
action. Bequest and inheritance are no greater “privileges” than all 
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the multitude of others we enjoy under civil government. Herein, 
therefore, there is no justification for a special tax on these trans- 
actions. Moreover, this argument provides no basis for federal 
death taxation, since the “privilege” of bequest and inheritance are 
accorded entirely by state law, with federal law makmg no contri- 
bution whatsoever. 

That death taxes find no consistent support in the theorists’ can- 
ons of distributive justice does not condemn these taxes. As was 
indicated m Chapter XII, these “canons” are rationalizations rather 
than reasons, and primarily useful for propaganda purposes Logi- 
cally or illogically, popular opinion in the United States accepts 
death taxes as “just,” and thus gives them pragmatic sanction. 

Equalization of wealth through death taxation 

With increasing frequency death taxes are being justified on the 
ground that they reduce the inequality of wealth and check the 
development of a hereditary plutocracy. There can be no question 
but that death taxes do have these effects. And certainly this social 
consideration has been as important a motivation of the high pro- 
gressive rates of the federal estate tax as any fiscal considerations. 
Whether the tax student approves or disapproves of this motivation 
depends upon his attitude towards “regulatory” taxation in general, 
and his views upon the economic advisability of wealth equalization. 

A specific proposal to utilize the federal estate duty to check the 
transfer of family fortunes from generation to generation has occa- 
sionally received considerable favorable attention. Under this plan, 
the estate of every decedent would be divided into two parts — ^the 
first part would equal m value the amount of the property which 
the decedent inherited and received as gifts durmg his lifetime, the 
second would consist of the additional wealth he accumulated 
through his own efforts. Normal estate tax rates would apply only 
to this second part of the decedent’s estate. An additional discrimi- 
natory tax would be levied on the first part. Certain features which 
recommend this project are lacking in other proposals to use death 
taxes as a means of equalizing wealth distribution. It is in har- 
mony with the popular disapproval of the “idle rich,” It cannot be 
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charged with discouraging individual initiative. In this respect, its 
effect, if any, would be to stimulate increased efforts on the part 
of rich men, who had inherited their fortunes, to accumulate for- 
tunes of their own to transfer to their children at the lower schedule 
of rates. Its principle could be effected, without altering the death 
tax revenue, by simultaneously reducmg the death tax rates on 
earned wealth while mcreasmg the rates on unearned wealth. 

GIFT TAXES 

A tax might be imposed on gifts as an incidental method of pro- 
ducmg some additional revenue, just as taxes have been or are levied 
on other transactions — ^for example, the issuance or sale of corpo- 
rate securities, the payment of checks, the sale of theater tickets. 
Such a casual tax on gifts would be legally sound, but would have 
little else to recommend it. It would affront the popular sentiment 
that gift-giving is a meritorious act, and it would be difiScult to 
administer. 

Our current federal and state gift taxes, however, were not en- 
acted as independent revenue measures. They were passed, and 
they are popularly accepted, as supplements to federal and state 
death taxes. Though they occasionally yield substantial revenue, 
this is incidental to their primary purpose of checking the avoidance 
of the death taxes by making inter vivos gifts. Incidentally they 
also penalize avoidance of the federal income tax by the splitting 
of a large income-yielding capital among the members of a family.®® 

The federal gift tax 

After long agitation, a federal gift tax was enacted in 1924. It 
applied when the sum total of gifts made in the course of a year 
exceeded $50,000. As with the estate tax, charitable gifts were ex- 
empt. The rate schedule was progressive, from one per cent on the 
first taxable $50,000 to 40 per cent on the excess over $10,000,000. 
No provision was made for cumulative calculation of gifts made in 

The authoritative study on this subject is C Lowell Harms, Gift Taxation m the 
United States (American Council on Public AHaus, Washington, 1940). 

See p, 463 o£ this volume 
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successive years. Consequently a taxpayer could minimize the total 
of his gift tax payment by making his gifts in instalments over a 
period of years. Anti-estate-tax sentiment in 1926, while it failed 
to accomplish the abolition of the federal estate tax, did in that year 
force the repeal of the gift tax. 

A new gift tax, more closely attached than the first to the federal 
estate duty, was enacted in 1932. The rate schedule was set at ex- 
actly three-quarters that of the estate tax, on the theory that the 
earlier payment of the gift tax made the ultimate burden of the two 
taxes approximately even. When the rates of the federal estate duty 
were mcreased in 1934, 1935, 1940, and 1941, those of the gift tax 
were raised in correspondence. Furthermore, the tax rate is deter- 
mined by the cumulation of gifts in various years. Gifts made in 
any year are taxed at a rate determined by the sum total of all prior 
gifts made by the donor smee 1932, and at the same time, a back 
tax IS imposed on the prior gifts to cover the higher rate calculated 
on the basis of the new, larger sum total. As a consequence of this 
method of calculation, a donor pays the same tax whether he makes 
a large gift m a smgle lump sum, or spreads it over a period of years. 

Even with this correlation of rates, however, the gift tax does not 
remove all possibility of estate tax avoidance through gift-making. 
If the owner of a $10,000,000 estate maintams it mtact until his 
death, the estate tax under present rates is $5,546,700. If he gives 
half of it to his son during his lifetime, the gift tax is $1,692,525. 
If we follow the argument of the sponsors of the tax that from the 
time of making the gift to the time of the donor’s death, the tax- 
payer loses, and the government gains, a probable one-third through 
interest, we may add an additional $564,175 interest loss, making 
the ultimate total of the tax $2,256,700. At the donor’s death, the 
estate tax on the remainder of his estate will be $2,256,700. By shift- 
ing $5,000,000 of his property from the top bracket of the estate tax, 
subject to a 69 per cent rate, to a sequence of lower brackets in the 
gift tax, our hypothetical rich man saves $1,033,300. 

The yield of the federal gift tax during its first few years surprised 
even its sponsors. In 1935 it produced $72,000,000, in 1936 $160,- 
000,000. These high returns were a temporary phenomenon, how- 
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ever, since they resulted from a rush to avoid the new high estate 
tax rates by gift making. Subsequently tlie yield of the gift tax 
settled to $25,000,000 to $35,000,000 But these figures do not repre- 
sent Its full productivity, since in each year many gifts which would 
otherwise have been made to avoid subsequent estate taxation were 
probably discouraged Ultimately estate duty receipts will be greater 
because of the current gift tax levy. 

State gift taxes 

Wisconsin levied a gift tax in 1933; by 1941 eight other states had 
adopted the innovation. The Wisconsin tax is unusual in that it is 
assessed to the donee. All the other state gift taxes, like the federal 
levy, are assessed to the donor. 

Two types of exemptions are allowed. The first is a specific ex- 
emption on the total of gifts made by the donor. In some states 
this IS a single lump sum, m Oregon, for example, it is $10,000. In 
several states, however, this donor’s exemption is a graduated senes 
of specific exemptions covcrmg categories of donee relationships 
The second type of exemption is an annual exemption per donee, 
which may be uniform as in California and North Carolma, or may 
be graduated accordmg to the relationship of the donee to the 
donor, as in Colorado. 

With the exception of the Oregon tax, the rates of the state gift 
taxes are graduated not only by amount progression but by the rela- 
tionship of the donor to the beneficiary. The Mmnesota tax, for 
example, has a rate schedule ranging from % per cent to 1314 per 
cent on gifts to a spouse, direct descendant or ancestor, a second 
higher rate schedule for gifts to a brother or sister or their children, 
a third for gifts to uncles, aunts, and cousms, and a fourth ranging 
from 3% per cent to 45 per cent on gifts to more distant relatives 
and strangers. Generally these gift tax rates are the same as the 
states’ inheritance rates; Oregon provides the interesting* case of a 
gift tax fate schedule higher than that of its estate tax. California, 
Louisiana, and Oregon have adopted the federal requiremfent that 

See H. Arnold Stxangman, “Taxation o£ Gifts by the States,” Taxes, January 1941, 
Pip, 36-37 
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gifts made in successive years must be aggregated to determine tax 
liability. 

These state gift taxes, like the federal levy, have been adopted not 
so much for their direct revenue yield, as to check avoidance of the 
states’ death taxes. 



CHAPTER XX 


Taxes on Business 

Narrowly used, the term “business taxes” would apply only to 
levies on industrial, commercial, and service enterprises, and would 
exclude special taxes on financial, agricultural, extractive, and pub- 
lic service enterprises. In many books on Public Finance, “business 
taxes” are given this limited connotation. We, however, will em- 
ploy a wider meaning. For us, “busmess taxes” shall cover all levies, 
whatever their legal names, imposed on forms or classes of profit- 
seeking enterprise because of their existence in such forms A gross 
income tax on railroads, a premiums tax on msurance companies, a 
severance tax on petroleum companies, as well as a general corpo- 
ration tax, are all “business taxes,” because each of these classes of 
enterprise is a form of “busmess.” Excluded from the “business 
tax” concept will be commodity, property, and transaction taxes m- 
cidentally paid by business enterprises. 

Business activity is for several reasons a favorite basis of taxa- 
tion. It has the approval of the courts. Business taxes are generally 
mdirect taxes — ^they are frequently shifted to the consumers of the 
commodities and services sold by the taxed enterprises — and gov- 
ernments like indirect taxes because of their administrative sim- 
plicity and because they assure a relatively constant inflow of tax 
revenue. Even when they cannot be shifted, business taxes are 
looked upon with approval, on the argument that business enter- 
prise as such benefits specially from many governmental activities 
and may properly be called upon to pay for such benefits through 
special taxes. In a year of relatively poor yield like 1935-36, 
American business taxes produced $1,500,000,000 — 14 per cent of the 
country’s tax revenue. Since 1920, business taxes have accounted for 
between 20 and 38 per cent of the federal government’s tax revenue. 

Neither the federal government nor any of th^ states has found 
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It practicable to develop a single all-embracing business tax — a tax 
applying to incorporated and unincorporated enterprises, and cov- 
ering all forms of gainful business activity. A universal business 
tax based upon gross income or net income might conceivably be 
levied, but to date, none such has developed. Instead, the American 
governments levy special taxes on particular classes of business en- 
terprise — on mcorporated concerns, on public service corporations, 
on banks and other financial enterprises, on mming and drilling 
companies, on specific occupations and professions. Occasionally, 
these special classes so complement each other that all aspects of 
busmess activity are taxed. More often, some class or classes escape 
special contribution. Quite frequently incorporated enterprises are 
subject to special taxes which do not burden unincorporated busi- 
ness enterprises. 


FEDERAL BUSINESS TAXES ^ 

Prior to 1909, the federal government had shown itself disin- 
clmed to levy business taxes. On only one occasion — during the 
Civil War when the federal government sought revenue from every 
conceivable source — were they enacted. Civil War business taxes 
fell mto three categories — a series of lump-sum license taxes on a 
multitude of particular occupations; gross receipts taxes on incor- 
porated railroad, bridge, canal, express, stagecoach, telegraph, and 
msurance companies; and a complicated system of bank taxes which 
included a capital stock tax, a deposits tax, a tax on capital em- 
ployed, and. a tax on banknote circulation. All were abolished in 
1870 when the pressmg need for federal war revenue had passed. 

Federal business taxes since 1909 

Business taxation as a source of federal peacetime revenue was 
inaugurated with the levy x»f a federal corporation income tax in 
1909. In part, it represented an outcropping of the federal govern- 
ment’s general distrust, of the activities of incorporated “big busi- 
ness” during the Roosevelt era. To avoid possible constitutional 

^Thc best recent study on the subject is Temporary National Economic Committee, 
Taxauon of Corporsu Enterprise (Monograph No, 9, Washington, 1941), 
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complications, the tax was called a “corporation excise,” but it was 
none the less a net mcome tax of the purest sort. Its rate was one 
per cent. In 1913, to form a general system of federal mcome taxa- 
tion, the “corporation excise” was merged with the personal income 
tax levied under the authorization of the Sixteenth Amendment. 

During World War I the federal government relied heavily on 
a system of business taxation. The corporation income tax rate was 
increased to 6 per cent in 1917, and to 12 per cent in 1918. A sup- 
plementary “excess profits tax” with rates ranging from 20 to 60 
per cent was levied in 1917 on the excess of a corporation’s profits 
over a peacetime normal. In the following year the rates of this 
tax were increased and an additional “war profits tax” established 
for one year an 80 per cent minimum tax on those classes of corpo- 
ration mcome designated as “war profits.” Concurrent with the 
levy of the excess profits tax in 1917, was the enactment of a one- 
twentieth per cent tax on the capital stock of all corporations. The 
rate of this capital stock tax was mcreased to one-tenth per cent 
in 1918. 

From 1918 to 1932, the federal system of corporation taxation was 
steadily pared down. The corporation mcome tax rate was reduced 
to 10 per cent m 1919. In 1921 the excess profits tax was abolished, 
and only partly compensated by an increase of the mcome tax rate 
to 1214 cent. The capital stock tax was dropped in 1925, the 
income tax rate being increased to 1314 per cent; three years later 
this was reduced to 12 per cent. 

Shrinkage of federal revenues during Depression and the subse- 
quent increase of federal expenditures to stimulate recovery necessi- 
tated resort to heavier busmess taxation. In 1932 the corporation 
mcome tax rate was mcreased to 13% per cent, and the rates of a 
stock-and-bond issues tax and a securities transfer tax, which had 
persisted from the War era, were mcreased. The corporation in- 
come tax rate was made progressive in the 1935 revenue act — ^from 
1214 per cent on the first $2000 of a corporation’s income to 15 per 
cent on the excess over $40,000. A year later, in connection with the 
levy of the undistributed profits tax, the rates on small corporate 
incomes were reduced somewhat. At the same time that these rate 
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changes were being made, the character of the tax was stiffened — 
the privilege of making consolidated returns was narrowed, the ex- 
emption of intercorporate dividends was limited, and regulations on 
the calculation of depreciation and depletion were tightened. A 
combined excess profits and capital stock tax was imposed in 1933, 
a payroll tax to finance the federal social security program was 
levied in 1935, and the provocative undistributed profits tax was 
added to the system in 1936 This last mentioned tax was reduced 
in 1938 and abolished in 1939; on each occasion the corporation in- 
come tax rate was increased 

The “defense” revenue acts of 1940 and 1941 involved additional 
heavy corporation taxation. Corporation income tax rates were in- 
creased in both years, the result was a progressive rate schedule 
beginning with 21 per cent on the first $5000 of a corporation’s 
income and rising to 31 per cent on the entire income of corpora- 
tions earning over $25,000. The rates of the combination capital 
stock and excess profits tax were also increased. In 1940, a new 
excess profits tax, with rates graduated from 25 per cent to 50 per 
cent, was imposed. The 1941 act increased, the rates of the excess 
profits tax, bringing the schedule range to 35-60 per cent. 

The federal corporation income tax 

The income concept is practically the same for the federal cor- 
poration income tax as for the personal income tax,^ due allowance 
bemg made for the circumstance that corporations never receive 
certain elements of income received by persons. Calculation of 
gross operating income and of business cost deductions is almost 
identical, except for insurance companies. A two-year prior loss 
carry-over, which tends to favor small corporauons more than large 
companies and is an advantage to certain industries such as rubber 
goods manufacture because of irregularity of mcome, was allowed 
from 1918 to 1932, dropped for seven years, and restored in 1939. 
Capital gams and losses are treated in identical fashion. Tax- 

2 For an extended analysis of the mcome concept for the personal income tax, see pp 431 
to 444 of this volume A sample federal corporation mcome tax report is reproduced m 
Appendix E, pp. 828'831 of this volume. 



500 


TAXES ON BUSINESS 


exempt interest is the same for both taxes. Treatment of dividends 
under the two taxes is divergent. Under the personal mcome tax, 
they are exempt from the normal rate, fully taxable under the sur- 
tax. Until 1935 they were completely exempt under the corpora- 
tion tax, and have smce then been taxable on a fractional basis. 
Charitable contributions by corporations are limited to 5 per cent 
of taxable income, in contrast with the 15 per cent allowed to 
individuals. 

Until 1934, a “parent” holdmg company was allowed to make 
a smgle consolidated return covering all afl&liates in which it was 
dommant stockowner Losses incurred by some could be offset 
against the profits earned by others, reducmg the taxable income to 
be reported for the group. But disputes and litigation over this 
provision were common, and many tax scholars subjected it to sharp 
criticism on the ground that it favored “big busmess” and discrimi- 
nated agamst independent concerns. In 1932 a supplementary 
three-quarters per cent tax was imposed on consolidated returns. 
Two years later the privilege of the consolidated return was with- 
drawn, except for railroad companies. Motivatmg this action was 
partly a desire to make the corporation mcome tax more produc- 
tive, partly a resurgence of the anti-trust sentiment which was dis- 
playing itself in other legislation of the period. 

Only by straining the logic of the distributive prmciples discussed 
in Chapter XII can any justification be advanced for the progres- 
sion introduced into the federal corporation tax rate m 1935 and 
retained, with a different rate schedule, in the 1938 tax law. Like 
the minimum exemption that had lasted from 1909 to 1932, its pur- 
pose was not distributive justice but regulation. It was part of the 
Roosevelt program of fostering “little” busmess in its losmg struggle 
with “big” busmess.® 

®The Treasur>’s atgumenta in favor of corporation tax progression have been sum- 
manzed as follows *‘l) the apparent greater stability of the income of large as compared 
to small corporations and the consequent stabilizmg effect of increased reliance for rev- 
enues upon that class of corporations whose income is most stable; 2 ) the relative smallness 
of losses as between the groups of large and the groups of smaller corporations, 3) the 
fairly general tendency for larger corporations to have a higher average return on their 
gross busmess than smaller corporations; 4) the steady and contmumg increase m the con- 
tJcntration of corporate wealth aod the relation corporate growth and corporate 



TAXES ON BUSINESS 


501 


Supplementary taxes on undistributed corporate profits 

If a corporation fails to distribute any substantial part of current 
earnings as dividends, but instead transfers the amount to surplus, 
rich shareholders avoid a considerable element of tax liability. Al- 
though their net worth is enhanced by the increased value of their 
shares, they have received no dividend income to be subjected to the 
heavy progressive rates of the personal income surtax. As described 
earlier,^ wealthy taxpayers have created many personal holding com- 
panies for the express purpose of rcducmg their income tax liabil- 
ity. For twenty-five years Congress has experimented with various 
methods of pluggmg these corporation loopholes to the personal 
income tax. 

The revenue acts of 1913, 1916, and 1918 provided that with- 
holdmg “unreasonable” amounts of corporate profits would make 
corporations liable for a tax on the undistributed earnings in the 
same manner as if they had been distributed as dividends. This 
provision was unenforceable and was eventually held to be arbi- 
trary and hence unconstitutional. A different approach was essayed 
in the 1917 law, which imposed a special 10 per cent surtax on un- 
distributed profits not reinvested m the business. Subsequent acts 
set various standards of “unreasonable” withholding of profits, im- 
posed varying penalty rates. A peak rate of 50 per cent was estab- 
lished by the 1924 act. The current rate, set by the 1938 law, is 25 
per cent on “improperly retained income” under $100,000, and 35 
per cent on the excess over $100,000. Personal holding companies 
are subject to an especially severe punitive tax. Smee 1937, their 


profits, 5) the numerous advantages enjoyed bv large corporate enterprises over their 
smaller competitors, other thap technological efficiency, such as their greater bargaining 
pov/er and resulting price concessions in the purchase of commodities and services, their 
ability to buy m and pool important patents, their greater ability through distribution of 
plants and warehouses to effect substantial savings in transportation costs and to sell in a 
wider market, and the advantages enjoyed m the facility and cost of financing Such 
advantages were regarded as reasons why size provides a useful, if rough measure of 
benefits received and of ability to contribute to the cost of government and to justify a 
moderate graduation of corporate taxation ” — ^Arthur H Kent, “The Federal Tax Program 
for 1935 and 1935,” Proceedings of the Twenty-Ninth National Tax Assoaation Confer^’ 
ence, 1935, p, 210 
^ See p 461 of this volume 
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“undistributed adjusted net income” has been taxed 65 per cent on 
the first $2000, and 75 per cent on the excess. 

Tliese punitive taxes have usually failed because of the impossi- 
bility of framing a definition of “unreasonable” withholding of 
profits that would stand the scrutiny of the courts Recommenda- 
tions for a general undistributed profits tax without punitive fea- 
tures had been made from 1918 on, and occasional bills to encom- 
pass such a tax were introduced during the 1920’s. These proposals 
were aimed at weakening this incentive for personal income tax 
avoidance, and at equalizing federal income tax burdens on incor- 
porated and unmcorporated business. From 1933 on, the suggestion 
was made, with mcreasmg frequency, that such a tax would check 
the corporate savmgs which many writers consider economically 
undesirable. This last line of reasoning was influential in swinging 
President Roosevelt’s opinion in favor of the tax. His intent was 
to replace the general corporation income tax with a high-rate un- 
distributed profits tax. Congress passed a more moderate measure, 
supplementary to the general income tax.® 

Under the 1936 law, the rates of the undistributed profits tax, 
from 7 to 27 per cent, were progressive relative to the proportion of 
“adjusted net mcome” remaining undistributed at the end of the 
year. The 1938 tax law reduced the rate of the tax to 2}4 per cent, 
^applying only to corporations with incomes in excess of $25,000. 
The tax was levied by allowmg corporations paying the 19 per cent 
rate on incomes in excess of $25,000 a 214 cent credit on the 
..apaount of their dividend distributions. Business and congressional 
hostility remained unappeased, and a year later the taxation of un- 
distributed corporate profits was dropped completely. 

The capital stock tax 

In 1916 the federal government levied a capital stock tax, a one- 
twentieth per cent levy on the capital worth of corporations over a 
$99,000 exemption. A year later the exemption was reduced to 
$5000 and the rate increased to one-tenth per cent. At its best the 


® The best study of undistributed profits taxation is Alfred G Buehler, The Undistributed 
Profits Tax (McGraw Hill Book Co . New York, 1937). 
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tax produced approximately $100,000,000 a year. Probably as much 
more escaped the Treasury through the understatement of capital 
worth by the corporations The task of auditing nearly 350,000 
annual returns of corporate capital worth, each far more compli- 
cated than any income tax return, was beyond the capacity of the 
Bureau of Internal Revenue. Repeal of the tax in 1926 occasioned 
no regrets m any quarter. 

The National Industrial Recovery Act of 1933 revived the capital 
stock tax, wedded in clever combination with an “excess profits 
tax.” Basis of both taxes is a return of “adjusted declared value of 
capital stock.” Once established, this valuation must be continued 
from year to year, with specific additions or diminutions of capital 
worth arismg out of the year’s business. For the capital stock tax, 
a rate of one-tenth per cent was levied on this “adjusted declared 
value.” “Excess profit” for any corporation under this tax consists 
of all income in excess of 10 per cent, calculated on the basis of 
“adjusted declared value of capital stock.” Prior to 1940 such “ex- 
cess profit” was taxed at the rate of 6 per cent on net income be- 
tween 10 and 15 per cent, and 12 per cent on income in excess of 
15 per cent of the capital stock value; in 1940, the rates of both 
capital stock and excess profits taxes were increased by one-tenth. 
Corporations are faced with the dilemma that if they underassess 
their capital value to avoid the capital stock tax, they are likely to 
render themselves liable m some near future to heavy excess profits 
taxation, whereas if they establish a high capital worth to avoid 
excess profits taxation they must pay a continuous high capital stock 
tax. In practice, it has been to the advantage of corporations to 
report a capital stock ten times the amount of their anticipated in- 
come. The major revenue from the combined levy is produced by 
the capital stock tax, and the “excess profits tax” serves essentially 
as a “whipping boy” to its related levy. 

For the tax administration the problem of checking returns of 
capital value is eliminated; the corporations’ self-assessments are ac- 
cepted blandly with confidence that the Treasury, in the long run, 
cannot lose. 
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War and defense excess profits taxes ® 

During World War I a score of countries, the United States 
among them, imposed “excess profits” or “war profits” taxes. Within 
a few months of the opening of hostilities in World War II, the 
leadmg belligerents had agam enacted such taxes. An American 
“defense” excess profits tax became law in October 1940, was 
amended and had its rates increased m 1941. 

Two major reasons motivate the levy of war and defense excess 
profits taxes. The first is their substantial yield durmg a period of 
war or defense prosperity; durmg 1917 through 1919 the first Amer- 
ican excess profits tax produced $5,500,000,000, and the budget esti- 
mate for the 1940 levy was over $500,000,000 annually. The second 
reason is the popular and legislative belief that favorably situated 
business enterprises should not be permitted to derive extra gams 
from a national emergency. A possible supplemental motivation 
for the tax m the minds of some is the view that it penalizes mo- 
nopoly and “ soaks tbe rich .” 

The basis of a w ar evress profits tax IS the difference between war- 
time earnings of a business enterprise and its “normal” earnings. 
The wartime earnings are readily determmcd; they are simply cop- 
ied, with some possible adjustments, from the ordmary income tax 
return for the taxable year. “Normal” earnings are more difficult 
to determine. Two procedures have been developed; the present 
federal tax allows the taxpaying corporation to choose whichever 
method is more favorable to it. The first m ethod is to take the 
average earnings for some prewar “base period” — ^for the American 
tax, 1936 through 1939 — as “normal.” The second J s to take as 
“normal” some ratio of earnings to operatmg capital — 8 per cent 
under the American law. 

Each of these methods of calculating “normal” profit has cer- 
tain disadvantages which constitute the other method’s advantages. 
Against the “base period” method it may be argued that for par- 

® See Alfred G Buchler, “The Taxation of Corporate Excess Profits in Peace and War,” 
Law and Contemporary Problems, Vol VII, No. 2, Spring 1940, pp 291-300, William J 
Shultz, “The Principles of Excess-Profits TaxaUon,” m The Conference Board, Essential 
Vacts for Ftscal Policy (the Board, New York, 1941), pp $8-79» * 
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ticular firms these years may have been exceptionally favorable, so 
that with a high “normal” profit, their taxable “excess” profit is 
correspondmgly reduced. Also, the “capital ratio” method must be 
used anyway for calculating allowances for increases or decreases of 
capital employed m the business. Agamst the “capital ratio” method 
of calculating “normal” profit, it is urged that differences in the risk 
factor as among lines of business produce differences in the average 
earnings ratios of the firms that earn a profit These variations in 
the risk factor may be taken into account by special allowances 
granted upon admmistrative review, but thereby a delicate and dan- 
gerous responsibility is lodged with the administrative agencies. 
Also, the “capital ratio” method of computing “normal” profit 
raises practically msoluble problems of determining whether bor- 
rowed funds should be included in the capital base. Combination 
of the two methods, as under the American tax, solves the problem 
by elimmating most discriminations against particular taxpayers, 
but retains all discnmmations that favor any advantageously situ- 
ated concerns. 

Fiscal logic would dictate that an excess profits tax should apply 
to parmerships and private enterprises as well as to corporations. 
The American tax has sacrificed fiscal logic to administrative ex- 
pediency. By Itmifing t he tax to corporations, the federal Bureau 
of Internal Revenue is relieved of the task of handling returns from 
scores of thousands of small busmess units. 

Ratp schedules f or excess profits taxes are always far higher than 
the rates for ordinary corporation income taxes. One r eason is that 
the excess profits tax, after all, applies to only part — and sometimes 
only a small fraction — of a corporation’s mcome. A second -reason 
is the popular and legislative feelmg that these “excess” profits are 
a windfall received because of the accident of events rather than the 
recipient’s business deserts. The current British excess profits tax 
rate is 100 per cent— absolute confiscation. The rate schedule of the 
1940 American tax was progressive, with 25 per cent on the first 
$25,000 of excess profits, rising to 50 per cent on the excess over 
1500,000. In 1941 the rate schedule was increased, with a top bracket 
rate of 60 per cent on the excess over $500,000. From a purely fiscal 
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point of view, there can be no more justification for a progressive 
excess profits tax than for a progressive corporation mcome tax. The 
reason for the progression, however, is regulatory rather than fiscal; 
only “super corporations” are likely to be subjected to the top rates, 
thereby giving some check to the tendency toward corporate inte- 
gration. 

It may well happen that, durmg the period when a high rate ex- 
cess profits tax is in effect, a corporation will have a substantial ex- 
cess profit m one year, and less than “normal” profit or even a loss 
the next year The reasonable course under such circumstances 
would be to allow the rnrpnrati^n_.rrf aVf',''^g'" profit, Sj so 

that prior-year or subsequent-year deficits would reduce tax liability 
on current year profits; particularly would this appear desirable with 
a progressive rate tax like the American. But the American tax 
durmg World War I and the original 1940 excess profits tax made 
no provision for averaging. A 1941 amendment, however, allowed 
“credits” for a deficiency under “normal” income to be carried over 
and applied agamst taxable “excess” profit m the next two subse- 
quent years 

Payroll taxes on employers 

As part of its social security program, the federal government 
levies five payroll taxes. Two, as already recounted, are paid by 
employees.’^ The other three are paid by employers, and may be con- 
sidered a species of business tax. 

Half of the federal payments into the general old-age security re- 
I serve are covered by a payroll tax on employers. Exempt from the 
tax, since their employees are excluded from general old-age benefits, 
are common carriers, farmers, employers of domestic servants, fed- 
eral and state governmental units, and nonprofit agencies. The 
present rate of the tax, like that on employees, is one per cent, with 
provision for its increase to three per cent by 1949. A special payroll 
tax is imposed on carriers, whose employees’ security insurance is 
established on a different basis from that of busmess and industrial 
employees. 


^ See pp 465-467 of this volume. 
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A third payroll tax, now operative at 3 per cent, is imposed to con- 
stram the states to levy payroll taxes foi the financing of unemploy- 
ment insurance programs, this result is accomplished by allowing 
state payroll tax payments as a credit on the federal tax up to 90 
per cent of the latter. Smce all states are imposing payroll taxes to 
absorb die full amount of the credit, the effective rate of this third 
federal payroll tax is now .3 per cent. 

STATE CORPORATION ORGANIZATION AND 
ENTRANCE TAXES « 

The act of incorporating any sort of business enterprise involves 
a small expense to the state department performing this function 
Durmg the first half of the nineteenth century, newly organized 
corporations were customarily charged a small flat fee to cover the 
costs of this mcorporation. After the Civil War, the incorporation 
charge was recognized as a possible source of revenue. The transi- 
tion from fee to tax was accomplished either by raising the amount 
of the flat charge above the costs of incorporation, or by converting 
the flat charge into a capital stock tax. By 1902, forty states levied 
either fixed or capital stock corporation organization taxes. At pres- 
ent, all states except Georgia and West Virgmia tax the organization 
of domestic corporations 

Prior to the 1890’s, foreign corporations registering their entry 
into a state for the purpose of doing business therein were not sub- 
ject to any special tax. In 1894, Ohio taxed the “entrance” of for- 
eign corporations on the basis of the amount of capital stock to be 
employed m the state. Other states followed suit. Only Georgia, 
Kentucky, and West Virgmia are without corporation entrance taxes 
today. 

Current status 

As a basis for corporation organization taxes, the fixed or flat tax 
has generally been supplanted by the capital stock tax. But the 

^An organization tax is levied on domestic corporations for the privilege o£ incorporat- 
ing An entrance tax is levied on foreign corporations for the privilege of entering the 
taxing state to do business In sOme states, these taxes are called “charter taxes,” “filing 
fees,” “bonus taxes,” "capitalization fees,” and “initial fees.” 



508 


TAXES ON BUSINESS 


former remains a common basis for entrance taxes on foreign cor- 
porations because of the apparent hostility of the federal courts to- 
ward capital stock entrance taxes. Fixed entrance taxes range from 
$10 in Delaware to $300 m Tennessee 

There are three bases for capital stock taxes — the value of capital 
stock which corporations are authorized by their charters to issue, 
the value of capital stock actually issued, and the amount of capital 
actually mvested m the taxing state Authorized capital stock is the 
general basis for capital stock organization taxes on domestic cor- 
porations But federal constitutional limitations until recently 
forced many states to base their capital stock entrance taxes on issued 
capital stock or on capital employed in the state. 

Under the federal courts’ earlier construction of the “due process 
of law” and mterstate commerce limitations of the federal Constitu- 
tion, capital stock taxes on foreign corporations had to be based only 
on the capital stock of foreign corporations actually invested in busi- 
ness in the taxing state. This restriction did not affect the states 
whose entrance taxes are based on capital to be employed in the state, 
but the states levymg authorized or issued capital stock entrance 
taxes had to provide for the allocation of the capital stock of the 
taxed corporations. Recently the Supreme Court held that an en- 
trance charge imposed as a nonrecurring fee rather than a tax was 
not subject to the limitations on entrance taxes.® Property is the 
usual standard of allocation for entrance taxes. The tax is levied on 
such proportion of a corporation’s capital stock as its property in the 
state is of its total property. A few states, unwisely perhaps, use a 
double standard of allocation for entrance taxes — ^property and gross 
sales. 

Capital stock organization or entrance taxes are most commonly 
flat percentage taxes. Percentage rates range from one one-hun- 
dredth per cent on total authorized stock in New Mexico to one- 
third per cent of the capital of foreign corporations to be employed 
in Pennsylvania. Where the same type of tax is levied on both do- 
mestic and foreign corporations the rate is usually identical. A few 

^ Atlantic Refining Co. v Virginia, 302 U S (1937) 22. 
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states discriminate in their tax rates between domestic and foreign 
corporations. 

In order to attract large corporations, some states graduate the rates 
of then capital stock organization and entrance taxes, applying 
lighter rates to large than to small corporations. With a similar end 
in view, many states set minimum and maximum charges for or- 
ganization and entrance, the former to derive a sizable revenue from 
small corporations, the latter so as not to discourage large corpora- 
tions. 


STATE GENERAL CORPORATION TAXES 

Until late m the nineteenth century, mcorporated busmess other 
than financial institutions and public service enterprises — the in- 
corporated manufacturers, merchants, butchers, bakers, and candle- 
stick-makers — ^generally escaped special state taxation. The earliest 
form of general corporation tax, the corporate excess tax, was not a 
special tax but a modification of the general property tax to prevent 
corporations from evading their intangible property taxes.^® At first 
this mtangible “corporate excess” value was assessed and taxed to 
the shareholders; subsequently it was universally assessed to the cor- 
porations themselves. Massachusetts enacted a corporate excess tax 
m 1832, but by 1863 only four other states had adopted the innova- 
tion. In 1912 corporate excess taxes were levied m sixteen states. 
Thereafter this form of corporate taxation was looked upon with de- 
creasing favor, and at present only nine states have such taxes on 
their books. 

Although the capital stock corporation tax developed later than 
the corporate excess tax, it spread more widely. Pennsylvania levied 
a capital stock franchise tax on domestic corporations in 1840. 

For analysis of corporate excess taxation under the general property tax, sec p. 384 of 
this volume 

The statutory designations of these taxes have been various and often quite meaning- 
less They arc called “franchise taxes,” “license fees,” “pnvilegc taxes,” “corporation fees,” 
and so forth For the purpose of study, the statutory nomenclature has been ignored, and 
the various annual corporation taxes have been classified according to their inherent legal 
character The term “franchise tax” has been confined to annual taxes on domestic corpo- 
rations and “pnvilegc tax” is applied to annual taxes on foreign corporations. 
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Other states were slow to adopt this form of corporation tax — only 
twelve states had done so by 1902. Thereafter, the spread of this tax 
was rapid. At one time, thirty-five states imposed capital stock 
franchise taxes; now the number is thirty-three. Capital stock privi- 
lege taxes on foreign corporations developed later than similar taxes 
on domestic corporations, but they were soon almost as universal as 
the capital stock taxes on domestic corporations. These capital stock 
taxes produce some $100,000,000 a year — less than three per cent of 
the states’ tax revenues. In the state of Delaware, a “corporation 
haven” state, the annual corporation taxes account for 30 per cent or 
more of the state’s tax receipts 

The corporation income tax is the latest addition to the family of 
general corporation taxes. A few states — Pennsylvania, Tennessee, 
and Virginia — experimented with corporation income taxes during 
the nineteenth century, but without success. Enactment of the fed- 
eral corporation income tax m 1909 gave an impetus to the move- 
ment for state corporation income taxes. Wisconsm levied a suc- 
cessful corporation income tax in 1911. Seven other states passed 
such taxes during the next decade At present, thirty-two states 
have corporation income taxes as substitutes for or m addition to 
capital stock taxes. These state corporation income taxes yield from 
$100,000,000 to $150,000,000 a year. , 

Capital stock taxes 

Capital stock franchise and privilege taxes have the same three 
bases as capital stock organization and entrance taxes — authorized 
capital stock, issued capital stock, and capital employed m the tax- 
ing state. There is a marked tendency for taxes based on authorized 
capital stock to be replaced by taxes with one of the other two bases. 
Allocation is common in both franchise and privilege taxes based on 
authorized or issued capital stock, but it is obviously unnecessary 
for taxes based on “capital employed within the state.” 

Uniformity in the rate structure of capital stock taxes is conspicu- 
ous by its absence. Some rates are stated as a proportional per- 

sample return form for an allocated capital stock tax is reproduced in Appendix E, 
pp 840-843 of this volume 
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millage, others as a regressive series of specific charges for specified 
amounts of capital stock. Some, like Pennsylvania’s five-mill tax 
or South Carolina’s three-mill tax, are substantial Others are trifling 
— the rate of the Colorado tax op authorized capital stock is one- 
tenth of a mill, that of Maine from one-tenth to one-fortieth of a 
mill. Rarely is any serious attempt made to check the returns, and 
understatement of capital worth by the taxpaying corporations prob- 
ably robs the states of millions of revenue each year. 

Corporation income taxes 

All state corporation income taxes are based on earned net in- 
come. Unlike the federal corporation mcome tax, the state taxes 
frequently do not apply to public utilities, banks, insurance com- 
panies, and other groups of corporations reached by special taxes 
In defining taxable income, the federal tax provides a general model 
for most states, but variation in details is wide For example, most 
states for constitutional reasons exempt mterest on federal securities, 
but thirteen have framed their taxes as levies “on the franchise or 
privilege of doing business within tlie state as a corporation meas- 
ured by net mcome thereby earned,” or are takmg advantage of 
recent Supreme Court decisions to include such income in regular 
mcome taxes. On the basis of this subject-measure loophole, they 
are taxing “tax-exempt” mterest. Capital gains are completely ex- 
empt in three states, taxed on a partial basis in another. Dividends 
received from other corporations are variously treated. Three states 
do not allow bad debts as deductions, one does not allow the deduc- 
tion of depreciation reserves. On practically every item entering 
gross mcome or calculated as a deduction, one or more states pro- 
vide exceptions to the general rule. 

Under constitutional compulsion, all states provide for allocation 
of the incomes of foreign corporations. Most of these states also per- 
mit allocation of the incomes of domestic corporations.^* 

Six states, motivated by the desire to foster small business enter- 
prises, have corporation income taxes with progressive rate sched- 

sample return form for an allocated state corporation income tax is presented in 
Appendix E, pp 835-839 of this volume 
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ulcs. The other twenty-six state corporation income taxes have pro- 
portional rates. The lowest and most common rate is 2 per cent, 
found generally in states which subject their corporations to a capi- 
tal stock as well as an mcome tax. Top rate at present is Oregon’s 
8 per cent, although Pennsylvania applied a temporary 10 per cent 
rate to 1936 corporate incomes. 

State corporation income taxes have the disadvantage of wide elas- 
ticity m revenue yields— in years of prosperity the tax produces an 
ample revenue, but its yield is triflmg in depression years when the 
revenue is most needed. Massachusetts, New York, and Tennessee 
stabilize the yield of their corporation mcome taxes somewhat by 
supplementing them with alternative capital stock taxes, the cor- 
poration paying whichever tax is higher. By the operation of the 
capital stock tax m this arrangement, an irreducible mmimum reve- 
nue IS assured, even in depression years A National Tax Association 
committee has suggested that a supplementary alternative gross in- 
come tax might be a better guarantor of mmimum revenue than a 
capital stock tax.^* 

Allocation 

State taxation of foreign corporations is hedged about with con- 
stitutional limitations. A foreign corporation whose activities within 
the taxmg state are indissolubly tied to mterstate or foreign busmess 
may not be subjected to a capital stock or income privilege tax.^® 
If mtrastate activity is present, a privilege tax may be imposed, but 
only upon so much of the capital stock or net mcome as may 
be attributed to the taxmg state by separate accountmg or by some 
system of allocation. Although capital stock and net mcome fran- 
chise taxes on domestic corporations need not be allocated, nearly all 

“Report of the Committee on a Model Plan of State and Local Taxation,” Proceedings 
of the T wefity-Stxth National Tax Association Conference, 1933, pp 391-399 

Cheney Brotheis Co v Massachusetts, 246 U S (1918) 147, Alpha Portland Cement 
Co V, Massachusetts, 268 U S (1925) 203, Anglo-Chtlean Nitrate Sales Corp v Alabama, 
288 U S (1933) 218. But note that the current tendency of the Supreme Court is to 
avoid wherever possible construing a corporation’s busmess as exclusively interstate — Atlan- 
uc Lumber Co v Commissioner of Corporations and Taxation, 298 U S (1936) 553 
le Cudahy Packing Co. v. Htnhlc, 278 U S (1929) 460, 

Underwood Typewnter Co v Chamberlain, 254 U. S (1920) 113. 
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states make such provision, since many of their domestic corpora- 
tions would otherwise remcorporate m other states to avoid the extra 
tax burden. 

For capital stock taxes the most common standard of allocation is 
tangible property — a state capital stock tax is applied to such pro- 
portion of a corporation’s capital stock as is determined by the ratio 
of its tangible property in the taxing state to its total tangible prop- 
erty. A few states employ a double basis of allocation — property 
and gross sales. 

More complicated formulas have been developed for allocating net 
income under state corporation income taxes. Three states utilize 
the triple allocation basis of tangible property, gross sales, and manu- 
facturmg costs. Another six substitute payrolls for manufacturing 
costs. Various combinations are found in other states; New York 
allocates corporate income on the threefold basis of tangible prop- 
erty, the average monthly value of certain bills and accounts receiv- 
able, and the average value of the shares of other corporations held 
by the taxed corporation 

As a committee of the National Tax Association pointed out over 
fifteen years ago: 

All methods of apportionment of trading profits are arbitrary — 
the cutting of a Gordian knot. . There is no one right rule of 
apportionment, notwithstandmg that there are probably a num- 
ber of different rules, all of which may work substantial justice. 

The only right rule of procedure is a rule on which the 
several states can and will get together as a matter of comity. 
Getting together by the uniform adoption of some equitable 

. method and findmg the right rule of apportionment are . . . 
synonymous,^® 

Various national business associations, and the associations of state 
legislators and state tax officials, as well as the National Tax Associa- 
tion, have repeatedly recommended that the states agree upon a uni- 


“Report of the Committee on the Apportionment between States of Taxes on Mercantile 
and Manufacturing Business,” Procfcdmgs of the Fifteenth National Tax Association Con* 
ference^ 1922, p 201 
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form standard of allocation for business taxes. So far, these recom- 
mendations have apparently fallen on deaf ears. 

STATE TAXES ON RAILROADS AND PUBLIC 
SERVICE CORPORATIONS 

To encourage construction during the early years of American 
railroading, many states exempted railroad companies from ordinary 
property taxation. Some states continued this policy of exemption 
well into the last quarter of the nmeteenth century. 

The earliest special railroad taxes were not generally applicable 
to all railroads in a state. Rather, they took the form of individual 
taxes specified in the charters of the railroad companies. This gave 
rise to many forms of railroad taxation withm a single state, and 
was soon abandoned for systems of general railroad taxation. Rail- 
road tax systems have not shown the form of progressive develop- 
ment in which a more effective system replaces a less effective one. 
Instead, the various states have tried one or another system of rail- 
road taxation, sometimes changing systems, sometimes clmging to 
the one first established. Railroads have been subjected to the gen- 
eral property tax with or without centralized assessment, to gross 
receipts taxes, to capital stock and bonded debt taxes, to mileage 
taxes, and to other special taxes. 

Telegraph companies developed later than railroads, and it was 
natural that taxes on such companies should be strongly influenced 
by railroad taxes Some states have never withdrawn telegraph 
companies from the general property tax system. Others provided 
for the centralized assessment of telegraph property and sometimes 
for valuation by the “unit rule.” With increasing frequency after 
1875, the states resorted to gross receipts taxes. A few states turned 
to mileage taxes, generally proportional, but occasionally graduated 
by some standard. 

State taxes on telephone companies tended to parallel the earlier 
taxes on telegraph companies, though the rates were often differen- 
tiated where the two taxes were otherwise similar. Telephone com- 
panies were subjected to centrally assessed property taxes, to gross 
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receipts taxes^ and to mileage taxes. A few states developed a tax 
based on the number of instruments installed 

After the Civil War, expiess companies came to the attention of 
tax-hungry legislatures. More commonly than in tlie case of rail- 
road, telegraph, or telephone companies, the tendency was to sub- 
ject express companies to gross leceipts taxes Electric light and 
power companies came to be taxed generally on a gross receipts basis. 
Other classes of public service enterprises — pipe-line companies, 
water companies, steamboat companies — were subjected to special 
taxation in some states. 

These special public utility taxes yield about the same revenue as 
the state income taxes— around $140,000,000 a year. For most states 
they are a minor item of revenue But in Wyoming and New Jersey 
they account for one-fifth to one-fourth of those states’ tax receipts. 

Gross earnings taxes 

The gross earnings tax is the distinctive form of public service 
corporation tax; it is employed m all but four states. It may be 
applied to all public service enterprises operatmg in the taxmg state, 
or merely to some, and the remainder taxed by other, special taxes. 

Many public utilities gross earnings taxes, particularly those on 
railroads, are in lieu taxes — state levies substituted in the interest of 
administrative simplicity for general property taxes on the utilities’ 
operatmg properties.^* In lieu gross earnings taxes may be based 
upon an allocated fraction of a corporation’s total gross earnmgs, in- 
cluding earnings arising out of botli interstate and intrastate serv- 
ices. But the general burden of an in lieu gross earnings tax must 
not be greater than the burden of the property levies for which it is 
substituted 

Revenues from in lieu gross earnings taxes must be distributed 
among the local governments which would otlierwise have levied 
property taxes on the operatmg property of the taxed utilities. On 
this matter, the states were faced with a difficult problem — one 
which already troubled them if their gross earnings taxes were based 


Sec p 364 of tliis volume* 
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on allocated total gross earnings — the problem of selectmg a fair 
standard of distribution. As an example of the complexity of this 
problem, some of the standards of allocation and distribution con- 
sidered for railroad gross earnmgs taxes have been single-track mile- 
age, total-track mileage, total-track mileage with adjustment for 
value of termmal property, gross earnings, net earnings, car mileage, 
train mileage, car and locomotive mileage, “traffic units” calculated 
on tons of freight hauled and number of passengers carried, value of 
property. Each standard has minor merits and major disadvantages. 
And each class of public utility has different possibilities of alloca- 
tion and distribution standards. Smce a National Tax Association 
committee found it impossible to construct a fair, workable alloca- 
tion and distribution standard for gross earnmgs taxes, the state legis- 
latures cannot be severely criticized if they have not succeeded in 
solvmg this problem. 

Pubhc utilities gross earnmgs taxes are not always in heu levies; 
they are often mdependent taxes imposed in addition to property 
taxes or even in addition to tn heu gross earnings taxes. The entire 
revenue from such independent gross income taxes goes to the state 
governments, and hence no problem of distribution standards arises. 
Nor is there any problem of allocation, smce these mdependent gross 
earnings taxes may be based only on mtrastate receipts.^® 

Rates of public utility gross earnmgs taxes vary widely, according 
to whether they are tn lieu or independent taxes, according to the 
class of utility taxed, and according to the will of the various state 
legislatures. The most common range of rates is from 2 to 4 per 
cent. In most cases the rates are proportional; a few instances of 
progressive rates may be found. 

Other taxes on public service corporations 

Public service corporations are frequently burdened with two or 
more special taxes, because the states commonly extend to them the 
general corporation capital stock, income, or corporate excess taxes. 
Furthermore, the states not infrequently levy special capital stock 
taxes, net income taxes, or special franchise taxes in the form of cor- 


^'Netv Jersey Bell Telephone Co. v. State Board of Assessors, 280 U. S (1930) 338. 
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porate excess taxes, on some or all of their public service corpora- 
tions. Fixed taxes on certain public service enterprises are found 
in a few states. Southern states frequently tax railroads, streetcar 
companies, telegraph companies, and express companies accordmg 
to the mileage of their tracks, wires, or routes Four states impose 
kilowatt-hour taxes on electric power companies Some southern 
states subject water, gas, and lighting companies, and sometimes 
other enterprises, to local license taxes based on the populations of 
the municipalities they serve. Telephone companies in Florida and 
Tennessee were formerly taxed on the number of instruments in- 
stalled,^^ and m Mississippi on the number of subscribers 

Far from uncommon is the subjection of public utility enterprises 
to several mdependent taxes m the one state. Some classes of pub- 
lic service corporations in Virginia, for example, are subjected to 
four special taxes in addition to their property tax Telegraph com- 
panies in that state have to pay five special taxes. 

Critique 

Gross earnings taxes on railroads and public service enterprises 
enjoy the great advantage of ease of administration. "Complicated 
assessment problems of property taxation,^^ as well as the deduction 
difficulties mherent in net mcome taxation, are avoided. But gross 
earnings taxes are sometimes charged with discriminating among 
taxed enterprises, overburdening enterprises which suffer losses or 
have a low ratio of net to gross earnmgs It should be remembered, 
however, that gross earnings taxes on railroads and public service 
enterprises are quite easily shifted to users. The taxpaying ability 
of the enterprises themselves need not, therefore, be taken into con- 
sideration. 

The major flaw in the gross earnings tax is the uncertainty of its 
legal status. Most of the states using the gross earnings tax hesitate 
to apply It to an allocated portion of the receipts arising out of in- 
terstate commerce lest this be held a violation of implied federal 

This type of tax was hcM an unconstitutional burden on interstate commerce in Cooney 
V Mountain States Tel & Tel Co ^ 294 U S (1935) 384. 

22 Sec p 388 of this volume. 
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constitutional limitations. A gross receipts tax restricted to intra- 
state receipts is badly mutilated, and does discriminate between 
enterprises otherwise identically circumstanced. By levying gross re- 
ceipts taxes in lieu of property taxes, the state can avoid this consti- 
tutional difficulty. So generous is the attitude of the courts towards 
acceptmg the approximation of the burden of a gross receipts tax 
with that of a property tax for which it is substituted, that the states 
have a fairly free hand in developmg this species of gross receipts 
tax. 

Net income taxes on railroads and public service corporations are 
probably shifted quite as fully as property or gross earnings taxes, 
smee rate-fixmg bodies view them as costs to be covered in the rates 
allowed. In this distributive aspect, then, they do not differ greatly 
from ad valorem or gross mcome taxes. Moreover, they are not 
subject to the constitutional disabilities which afflict gross earnings 
taxes. And two circumstances break down the old charge that they 
present too difficult an administrative problem. First, the federal 
corporation mcome tax in its application to public service corpora- 
tions is bemg successfully admmistered. Secondly, as a step in ad 
valorem assessment, many state tax commissions make a full de- 
tcrmmation of the net income of the public service enterprises they 
assess. It must be granted, however, that it is more difficult to ad- 
minister a net income tax on public service corporations than a gross 
earnings tax. Furthermore, a net income business tax is a highly 
variable source of revenue, heavily productive m years of busmess 
boom, and falling off sharply in years of busmess depression. Also 
— ^a pracdcal fiscal point — ^the states appear disinclined to levy net 
income taxes with rates high enough to yield as much revenue as can 
be obtained from gross earnmgs taxes havmg average rates. Net 
earnings taxes on public service corporations must be judged as en- 
joying no particular distributive advantages over property or gross 
earnmgs taxes, as suffermg from fewer constitutional limitations 
than gross earnmgs taxes, but as offermg greater administrative diffi- 
culties than gross earnings taxes. 

Ad valorem taxation of the operative property of public service 
enterprises is a costly and inefficient method of taxation. The pres- 
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cnt ad valorem taxes should be replaced by gross earnings or net 
income taxes levied independently where possible, or else in heu of 
property taxes. No advantage is gamed by subjecting public service 
corporations to combinations of taxes — gross earnings taxes, plus net 
income taxes, plus capital stock taxes, plus mileage taxes, plus what- 
not else. The ideal of administrative simplicity is best satisfied by 
the levy of a single tax with rates high enough to produce all the 
revenue required from the group of public service enterprises. Such 
a smgle public service enterprise tax may be either a gross earnmgs 
or a net earnings tax As indicated above, each form has certain 
advantages and certain disadvantages. 

Occasionally m the past there has been some advocacy of a hybrid 
public service enterprise tax, combining the principles of both gross 
earnings and net mcome taxation.^® Marne has already enacted 
such a tax for railroads based on gross earnings, but the rate is grad- 
uated by the ratio of net earnmgs to gross earnings. Behind this 
proposal is the argument that such a tax is more equitable than an 
outright earnings tax. But this argument fails to consider the cir- 
cumstance that net income as a basis for public service enterprise 
taxation is no more equitable than the gross mcome basis, since 
either tax is shifted. The combination of the two principles adds 
complication to the Maine railroad tax without any compensatmg 
advantage. 

STATE BANK TAXES 

The earliest special state bank taxes were based either on capital 
stock or dividends. Georgia, New Jersey, and Massachusetts levied 
special capital stock taxes on bankmg corporations in 1805, 1810, 
and 1812 respectively. Pennsylvania, Ohio, and Virginia imposed 
bank dividend taxes in 1814, 1815, and 1846 respectively. By 1860, 
a few other states had passed similar taxes. 

In 1864, as recounted m an earlier chapter,^'* the National Banking 
Act established a new pattern for state bank taxation— general prop- 
erty taxation of bank shares to the issuing banks. Until the Supreme 

23 See F B. Fairchild, ”Gross-Nct Earnmgs Tax for Railroads” ConnecUcut Industry, 
September, 1928, p. 13 < 

24 See p 38? of this volume 
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Court upset this system by the Merchants’ National Ban\ decision 
in 1921, no alternative method was considered Immediately after 
this rulmg was handed down, an organization of state tax officials — 
the Association of States on Bank Taxation— was organized to pro- 
mote a liberalizing amendment of national bankmg law. After 
stormy debate, R S. 5219, the section of the federal code which gov- 
erns national bank taxation, was revised to authorize two additional 
alternative forms of national bank taxation: (1) taxes on the net in- 
come of banks at rates no higher than on other financial corpora- 
tions or busmess corporations, and (2) bank dividend taxes at rates 
no higher than on personal income from other forms of investment. 
But these methods of bank taxation were not available to states which 
did not have personal or corporation mcome taxes, and in 1926 Con- 
gress again amended R S. 5219 to permit states to levy special bank 
excises “measured by net income.” 

These concessions were far from satisfying the states, however, 
for the taxes which could be imposed under the alternative provi- 
sions were much lighter than die outlawed bank share taxes. At 
the Congressional hearmgs conducted m 1928, 1930, 1931, 1933, and 
1934, the representatives of the banks and the states presented their 
divergent views as to the necessity for another amendment to R.S. 
5219. Efforts of the banks and the tax officials to iron out their differ- 
ences by negotiation appeared to be successful in 1930 and again m 
1932, but the compromise bills agreed upon by the representatives 
of some states faded to meet the approval of the tax officials in other 
states. Faced with this disagreement among the states, Congress 
washed its hands of the issue. 

Thirty-three states stdl elmg to the bank share tax, and avoid con- 
stitutional difficulties by taxmg the shares at low mill rates. Thir- 
teen states tax the mcome of both national and state banks; eleven 
of them take advantage of the 1925 bank “excise” amendment, 
which enables them to include the interest on tax-exempt securities in 
the income base. In general these newer bank taxes produce much 
less income than the old general property rates on bank' shares. 
Some discrimination is to be noted as between national and state 

^^UerchanU* Naitontd Ban\ v Richtaond, 256 U S (1921) 635 
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banks. Twenty-eight states impose supplementary levies on the 
latter that cannot constitutionally be applied to national banks. 

Bank income taxes 

Of the twelve income taxes levied on both national and state 
banks, two — ^those of South Carolma and Wisconsin — are identical 
as to base and rate with the general corporation income taxes of 
these states For the other ten bank excises, the base differs from 
that of the states’ corporation mcome taxes in one important partic- 
ular — interest on federal and other tax-exempt bonds is subject to 
the bank tax.^® In several cases the bank excise rates are somewhat 
higher than the states’ general corporation tax rates, since the bur- 
den of the bank excises is intended to balance the burden of the 
corporation mcome tax plus capital stock taxes and other levies to 
which general busmess corporations in those states arc subject. 

Besides these twelve states, eight others tax state but not national 
banks under their general corporation income taxes. 

Other bank taxes 

Seventeen states extended their general corporation capital stock 
taxes to state banks and certain other classes of financial mstitutions. 
A few states apply gross mcome taxes to state banks and trust com- 
panies 

Deposits in savings and commercial banks are subjected to special 
mill taxation in a number of states. The rate range of these deposit 
taxes IS from one mill m Kentucky and North Carolma to five mills 
in Maine, Massachusetts, New Hampshire, and Vermont. Savmgs 
deposits of nonresidents are usually exempted from these taxes. 

Under the “rule of subject and measure,” these income excises have been upheld when 
they applied to mterest on federal debt issues {Educational Films Corp v Waid, 282 U S» 
(1931) 379), and when applied to the interest on bonds issued by the taxing sutc itself ai 
“exempt” {Pacific Co,, Ltd , v* Johnson^ 285 U. S (1932) 480) 
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Taxes on Business (Concluded) 

STATE TAXATION OF INSURANCE COMPANIES 

Foreign insurance companies were early selected for special taxa- 
tion, usually on the basis of premiums collected. New York levied 
a 10 per cent premium tax on foreign fire insurance companies in 
1824. Vermont enacted a similar 5 per cent tax m 1825. Massa- 
chusetts passed a retaliatory tax of one-half per cent on amounts 
insured in Massachusetts by companies incorporated, in states which 
imposed discrimmatory taxes on Massachusetts msurance companies. 
In time the tax was extended to domestic fire and life insurance com- 
panies. By 1850 practically all states imposed special taxes on insur- 
ance companies of one class or another. 

Present status 

Gross premiums, less returned premiums and premiums paid on 
reinsurance, are the preferred basis for state insurance company taxa- 
tion. Capital stock as a basis for taxing mutual companies which 
have no capital stock value is out of the question, and as a basis for 
taxmg stock companies, it is far from satisfactory since it fails to 
reflect the asset -values of their reserves. Net income is almost im- 
possible to determine for mutual compames, and is a questionable 
concept for stock companies. 

All states tax foreign fire insurance companies on a premiums 
basis, and all states except Massachusetts apply a premiums tax to 
foreign life insurance companies. Somewhat less than two-thirds of 
the states also bring domestic msurance companies under special 
premium taxes; the remamder subject them as best they may to gen- 
eral corporation capital stock or income taxes. Premium tax rates 
vary considerably — ^from 035 per cent on domestic life insurance 
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companies in New Jersey to 3 per cent on all insurance companies 
in Idaho Most common is the 2 per cent rate. 

Insurance companies o£ different classes are frequently taxed at 
different rates and sometimes under different taxes. Such discrim- 
inations are established between life, fire, marine, arui casualty in- 
surance companies. Stock companies are frequently taxed more 
heavily than mutual companies. Fire insurance companies in nearly 
half of the states are subject to a special tax— the “fire marshal or fire 
department tax,” levied on the benefit principle for the support of 
state or local fire departments. 

A number of states discriminate against foreign insurance com- 
panies, sometimes by levying higher premium tax rates on them, 
sometimes by subjecting them to premium taxes while domestic 
companies pay lighter capital stock or income taxes With the de- 
velopment of reciprocal and retaliatory provisions in insurance tax 
laws, this type of discrimination is being eliminated. 

SEVERANCE TAXES 

A severance tax is a special gross receipts or gross product tax im- 
posed on the extraction or “severance” of natural resources — ^mm- 
eral ores, coal, oil, and timber. In some cases' these severance taxes 
have been levied in substitution for property taxes on the current 
value of the mine or well reserves or timber stands. Application of 
property taxes to natural resource values promotes wasteful exploi- 
tation of mineral deposits and timber stands subject to annual taxa- 
tion. As the National Resources Board pomted out in its 1934 re- 
port: 

Owners of mineral resources are driven to open mines in order 
to provide income enough to meet their taxes, and the ad valorem 
tax has been one of the causes of overdevelopment of mine ca- 
pacity, especially of coal mines. It has a tendency to force selective 
mining , with attendant loss of low-grade material. It handi- 
caps the development and extraction of the miscellaneous grades 
to be found in most mineral districts. It puts a premium on the 
use of methods of extraction which cost the least, regardless of 
the fact that these methods often involve the permanent destruc- 
tion or locking up of important reserves costing more to extract. 
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Promotion of deforestation by the application of property taxes to 
timber lands is even more marked. Substitution of severance taxes 
for property taxes on natural resource values promotes conservation 
Furthermore, in many of the oil and mming states there has risen 
the feelmg that operators who tap the natural resources of the state 
are gradually yet, none the less steadily impoverishing the state for 
their own profit. From this feeling have developed several systems 
of “compensatory” severance taxes levied in addition to the ordinary 
property and business taxes paid by the minmg and oil companies. 

As far back as 1846, Michigan imposed an experimental severance 
tax. But most of the development in this field occurred during the 
1920’s and 1930’s. Thirteen states now impose severance taxes on 
mining companies, eight states apply such taxes to coal companies, 
thirteen to oil companies, and fourteen to lumber companies. All 
severance taxes on timber cuttmg are gross receipts taxes, based on 
the stumpage value of the cut timber, with rates varying between 5 
and 12/4 per cent. About half the severance taxes on mineral, coal, 
and oil companies are also gross receipts taxes with rates ranging 
from one-eighth per cent to 6 per cent. The other severance taxes 
have specific rates, as IV 2 cents per ton on coal m Alabama and four- 
tenths cent per ton m Colorado, or one-half cent per barrel of oil in 
Oregon, and four-elevenths cent per barrel in Louisiana. 

Severance taxes are an important revenue item for some of the 
states with mineral, petroleum, or timber resources. In 1940, Texas 
obtained $18,500,000 — 13 per cent of the state’s revenue — ^from this 
source; Oklahoma’s $8,300,000 severance tax yield was also 13 per 
cent of the state’s tax collections. 

BUSINESS LICENSE TAXES ^ 

Without exception, every state levies special license taxes on one 
or more particular businesses and occupations. Many southern states 

1 Many state charges on special occupations prove, on close inspection, to be fees rather 
than taxes — their yield barely covers the costs of the regulatory activity to which they are 
attached Such license fees arc cluninatcd from present consideration, but arc analyzed 
in Chapter XXIV, p 610 of this volume 

Also excluded from present consideration are license taxns on the manufacture or sale of 
particular commodities which are measured by the number of units or the values produced 
or sold. These arc considered commodity taxes, and are studied in Chapter XXII. 
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have attempted to cover every possible business activity and occupa- 
tion with a special tax of some form. In several of these states busi- 
ness license taxes practically constitute a system of special busmcss 
taxation with differentiated bases and rates. Special business license 
taxes elsewhere represent a rather casual tappmg of incidental 
sources of revenue. 

Liquor license taxes 

From earliest times, special state and local license taxes have 
been levied on liquor manufacturmg and distribution. During the 
Prohibition era, of course, all such liquor license taxes went by the 
board. But when Prohibition was repealed, all states which did not 
maintain local prohibition or institute state liquor monopolies has- 
tened to enact new liquor license taxes Mass consumption of dis- 
tilled and fermented liquors makes such taxes a certain source of 
substantial revenue. Complementary to the revenue motive behind 
these taxes, and sometimes even superior to it, is the intent to regu- 
late and even repress an activity still subject to some social stigma. 

Excluding from present consideration those liquor taxes levied 
upon the volume or value of production or sale which are classified 
as commodity taxes and analyzed in the next chapter,^ we find that 
most liquor license taxes are levied in lump sum form Liquor 
manufacturers pay $500, or $1000, or $2000, or $2500, or even $7500, 
accordmg to the state imposing the tax. Wholesale distributors pay 
smaller amounts, retailers and various classes of dispensers still 
smaller sums. Sometimes the taxes on retailers and dispensers are 
graduated according to the population of the community in which 
the dealer is located. Most nonprohibition states authorize their 
local governments to impose additional license taxes on retail liquor 
dealers and dispensaries. 

One curious development in recent liquor license tax legislation 
is the development of “state protectionism.” In an endeavor to fos- 
ter domestic wine and liquor industries, nearly all of the states have 
imposed special license taxes on out-of-state producers sellmg to in- 


2 See p 560 of this volume. 
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state wholesalers, and in some cases they impose extra license taxes 
on m-state wholesalers who handle out-of-state products. 

License taxes on merchandising 

One of the oldest and most common of the special merchandising 
license taxes is the tax on peddlers. Peddlers’ taxes are found 
throughout the country, although their bases differ widely from 
state to state. Sometimes the tax is a fixed tax, and its payment per- 
mits the peddler to sell throughout the taxmg state. In some states, 
the peddler must pay a separate tax for each county in which he 
operates. In other states, the charge is graduated according to the 
merchandise he sells. 

A number of states levy a special license tax on the sale of ciga- 
rettes, cigars, and tobacco products. Most common is a flat tax with- 
out any elements of graduation. Tobacco dealers in a few states ® 
are taxed according to the population of the municipality of their 
location. Wholesale tobacco dealers are occasionally taxed accord- 
ing to their gross receipts. Sellers of soft drinks too are frequently 
subject to special license taxes, usually in the form of a fixed tax. 
Indicative of the political mfluence of the dairy mterests are the 
special taxes which many states levy on the vendors of margarine 
and other butter substitutes. 

License taxes on manufacturing 

Special taxes on manufacturing are less common than special 
license taxes on merchants. Most widespread of the special manu- 
facturers’ taxes IS the tax on bottlmg companies. Usually this tax 
*is of the fixed variety, although production capacity is occasionally 
used as the basis. These taxes on bottling companies are closely re- 
lated to the beverage taxes found in some states. Both seek to make 
the consumption of soft drinks a moderate source of state tax reve- 
nue. 

Among the other classes of manufacture sometimes subjected to 
special license taxes are the manufacture of butter substitutes, the 

^The dealers' license taxes are to be distinguished from the tobacco excises discussed on 
p, 561 of this volume* 
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canning of meat and fish, cotton processing, and tobacco processing. 
While the form of the tax on these classes of manufacture vanes, 
the license tax is ordmarily levied as a fixed charge. Other bases 
used are the value of the plant and fixtures, and the number of 
brands registered by the manufacturer 

License taxes on service enterprises 

Various classes of service enterprises are subjected to special license 
taxes in a number of states, particularly m die South. Warehouses 
and cold-storage warehouses, employment agencies, hotels and res- 
taurants, moneylenders and pawnbrokers, are among the classes most 
usually taxed. Warehouses and cold-storage warehouses generally 
pay either fixed taxes or taxes based on the service capacity of the 
warehouse. Employment agencies, moneylenders, and pawnbro- 
kers are taxed either by fixed taxes or according to the population of 
the municipalities wherem they operate. Restaurants are taxed by 
fixed taxes, according to the population of the municipality in which 
they are located, according to the number of customers they can 
serve, or by some combination of these tax measures. Hotels are 
nearly always taxed according to the number of their rooms or beds. 

Commission merchants dealmg in farm products, real estate bro- 
kers and their salesmen and agents, and stock brokers and their cus- 
tomers’ men must frequently pay special license taxes. Brokers deal- 
ing in futures are sometimes chosen for special discriminatmg taxes. 
Taxes on brokers and agents are usually leviedias fixed taxes. 

Some of the license taxes on moneylenders and employment agen- 
cies are mterestmg examples of the use of taxes for nonfiscal pur- 
poses. Many states restrict their taxes on moneylenders to individ- 
uals or firms charging over a specified rate of mterest on small loans 
— usually under $300. Clearly, the tax law is mtended to discourage 
the m akin g of small loans at extortionate interest rates rather than 
to yield a tax revenue. Similarly, several states levy sumptuary li- 
cense taxes on employment agencies handling immigrant labor. In 
Vir ginia and West Virgmia, such agencies are taxed a flat $5000 
per year. 
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Amusement taxes 

Because of their luxury character, amusements are viewed in many 
quarters as ideal subjects for special state taxes. There can be no doubt 
that the sumptuary element enters into the levy of some amusement 
taxes, such as those on pool and billiard parlors and on race tracks; 
the Maryland tax on race tracks, for example, is $6000 for each day 
on which a race is held. Circuses are a favorite subject for state 
license taxes. Sometimes they pay fixed taxes, occasionally the tax 
IS graduated according to seating capacity, sometimes it is measured 
by the number of days the cncus gives performances, sometimes by 
the number of rmgs or side shows, and sometimes by the number 
of transportation vehicles used. Moving picture shows and theatres 
arc frequent targets of special tax laws, the tax depending usually 
upon the population of the city wherein the picture house or theatre 
is located or upon its seating capacity. 

A special class of amusement tax, the pari-mutuel tax, has recently 
surged mto prommence. Eighteen states take either a percentage of 
the total horse race bets placed through pari-mutuel systems, or a 
percentage of the “takmg” of tha racing association. When the tax 
is on the gross total of bets placed, the rate may range from one per 
cent to 10 per cent. Rates on the associations’ “takings” are nat- 
urally much higher; the Ohio tax has a progressive schedule rismg 
from 10 per cent on the first $1000 to 30 per cent on the excess over 
$ 20 , 000 . 

Miscellaneous license taxes and excises 

Among the miscellaneous state license taxes, two — those on ad- 
vertising and on the use of trading stamps — deserve special men- 
tion. 

In recent years, outdoor advertising signs have become a favorite 
subject for special taxation. As a form of property they frequendy 
have great value, yet they commonly escape the general property 
tax. Furthermore, it is argued, billboards in most cases derive their 
location value from the circumstance that the state has expended 
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large sums to construct costly motor highways. On this basis, any 
billboard tax has the support of the “benefit” doctrine of taxation 
An important nonfiscal motive has also been urged for billboard 
taxation. Billboards, it is felt, are a nuisance which should be forced 
from the roadsides, and a billboard tax is an ideal means to such an 
end. Moved by these various considerations, a dozen states have in 
recent years levied special license taxes on billboards and other forms 
of outdoor advertising. 

Critique 

Special business license taxes have little justification. Lightning 
rod agents, dealers in musical instruments, cotton processors, or thea- 
tres are granted no special privileges by the state to justify special 
taxes according to any benefit theory. Because of finespun distinc- 
tions drawn between different business activities and occupations, 
concerns can slip between classifications and avoid the tax in a man- 
ner not possible under a more general business tax. No legislative 
adjustment of fixed taxes, or taxes per county, or taxes per popula- 
tion of the city in which the busmess is operated, or taxes per ma- 
chine employed, can make a series of license taxes conform as closely 
with the prmciple of taxpaying ability as does a general income tax 
or some other general business tax. A committee of the National 
Tax Association has reported concerning these license taxes; 

They are regarded as a curse. They are often so onerous that 
they prevent the extension of business to the communities in 
which they are levied and thus retard the economic growth of 
locahties that are most in need of development. In the long run, 
they impair the growth of taxable wealth and thus tend to reduce 
state and local revenues.* 

Historical accident gave rise to the license tax systems found in the 
southern states, but as investigating bodies in several of these states 
have pointed out, historical accident does not justify their continua- 
tion. 

^Bullctm of the Natioitd Tax Assoaatwn, Vol XU, p 113. 
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CHAIN STORE TAXES 

In 1927— three states — Georgia, Maryland, and North Carolina- 
imposed special discriminatory taxes on cham stores. In support of 
these taxes, some argument was made that cham stores had special 
taxpaying ability, because of their higher efficiency and the intangi- 
ble value represented by their organization setup. Also, it was sug- 
gested, the personal property tax m these states discriminated in 
favor of chams and agamst mdependent merchants, so that the cham 
store tax was a sort of compensatory levy. Actually, as everybody 
recognized, the motivation of these taxes was purely regulatory — 
to hamper the chains in their competition with the independent 
dealers. 

Of the SIX chain store taxes enacted in 1927 and 1928, five were 
declared unconstitutional on one or another ground. In these and 
later decisions, however, the Supreme Court established a permissible 
scope for this form of taxation. The basic principle of a discrimma- 
tory tax on chams was held a permissible form of tax classification.® 
Graduation of the tax rate by gross income ® and a tax discrimmatmg 
between mtracounty and mtercounty chains ’ were disallowed. 
Graduation by the number of chain outlets in a state ® or m the en- 
tire country ® was upheld. With constitutional issues cleared, many 
states hastened to place cham store taxes on their statute books. In 
1933 alone, 225 chain store tax bills were introduced mto state legis- 
latures, thirteen were passed, and the number of states with chain 
store taxes increased from nine to seventeen. As of 1939, twenty- 
two states and nineteen cities had cham store taxes. 

In general, the chain store tax is like a license tax on merchan- 
dismg enterprises, in the form of a lump sum tax per store grad- 
uated either by the number of stores in the state or in the country. 
Top rates range from Montana’s moderate $30 for each outlet m 
excess of ten to Texas’ $750 for each outlet in excess of fifty. Ten- 

^ State Board of Tax Commissioners v ]ac\s<in, 283 U S (1931) 527. 

^Stewart Dry Goods Co v Lewis, 294 U S (1935) 550. 

Louts K Liggett Co v. Lee, 288 U S. (1933) 517 

*The Great Atlantic and Pacific Tea Co v. Monsett, 284 U S (1931) 584; Pox v. 
Standard Oil Co of N f , 292 U S (1935) 40 

® The Great Atlantic and Pacific Tea Co v Orosjean, 301 U S (1937) 412 
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nessee has a curious tax based on floor space area* Georgia has a 
supplementary tax on mail-order sales outlets with a rate ranging 
from 12000 for a smgle outlet to |10,000 for each outlet in excess of 
four. 

Chain store taxes yield little revenue— the total yield for all states 
with such taxes m 1940 was only $5,000,000 But that these taxes 
check the development of chain merchandising in the states wherein 
they are levied is unquestionable— and this is their specific purpose. 
In some cases national chains have simply closed their outlets in 
heavily taxing states, and have left an unchallenged field to the mde- 
pendents. In other cases they have sold their outlets to the former 
managers, and have reorganized their distributive system on a “vol- 
untary chain” basis in a manner to avoid tax liability. 

Impartial fiscal opinion generally disapproves of chain store taxes. 
Some authorities, hostile to regulatory use of taxes, condemn chain 
store taxes on this ground alone. Others, who condone regulatory 
taxation, argue that the purpose in this case is economically unde- 
sirable. One recent study on the subject concludes: 

These statutes (the chain store tax laws) fail miserably to ac- 
comphsh either the purposes expressed by the legislators or any 
other reasonable goal which might be expected to exist. The 
passage of chain-store-taxing statutes can be explamed only on 
political grounds. Economic or social factors are far in the 
background, dominated by factors of political strategy 

GENERAL UNINCORPORATED BUSINESS TAX 

In nearly all states, incorporated business enterprises bear a heavier 
tax burden than umncorporated concerns. This discrimination has 
often been criticized, and the suggestion made that a compensating 
tax be imposed on unincorporated business. In 1921 Connecticut 
imposed the first such tax. Because it was felt that the inadequate 
accounting records kept by many small concerns would rr^pke a net 
income tax difficult to report and administer, a gross income basis 
was chosen. Rates were set at one-tenth per cent on manufacturmg 

Maurice W Lee, Anu-Chmn-Store Tax Ifgtfktion (University o£ Chicago Press, Chi- 
pago, 1939), p 61, 
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and retail businessj and one-fortieth per cent on wholesale concerns. 

New York made the bold plunge in 1935 of enactmg a net income 
unincorporated business tax. Professional and personal service firms, 
which derive most of their mcome from services rendered by the 
owners, are exempt. On other enterprises, the rate is 4 per cent on 
net income over a general $5000 exemption plus as many additional 
$5000 exemptions as there are co-proprietors or partners 

Theoretical considerations give a strong balance of argument in 
favor of unincorporated business taxation. The stumbling block 
which has checked their enactment is the difficulty of administering 
a tax applying to a myriad of small concerns. Connecticut sought 
to avoid this difficulty by use of the simple gross income base. New 
York took refuge m minimum exemptions so generous that only 
some seven thousand firms are liable for the tax. Neither solution 
is satisfactory, and whether a substantial but practicable unincorpo- 
rated busmess tax can be developed remains an open question, 

EMPLOYER PAYROLL TAXES 

As recounted earlier,^* the Social Security Act of 1935 provided 
for payroll taxes on both employees and employers m covered occu- 
pations to finance the federal government’s old-age pension pro- 
gram. Under the 1939 amendment, the rate of the employers’ tax, 
identical with the levy on employees, is one per cent on wages and 
salaries under $3000 for the period 1937-42; thereafter rising by a 
series of increases to 3 per cent durmg and after 1949. The Social 
Security Act further provided a second federal payroll tax on em- 
ployers of eight or more, against which was allowed a 90 per cent 
credit for state payroll tax payments, expressly to coerce the states 
into levymg payroll taxes to finance unemployment insurance. For 
this second federal payroll tax the rate was one per cent in 1936, 
2 per cent in 1937, and 3 per cent thereafter. 

Every state now Jhas an_employers’.^ayroll tax to take adva ntage 
of the federal tax credit. With but one exception, their rates-acactly 

^^See Ralph I. Compton, The Social Security Payroll Taxes (Commerce Clearing House, 
"Tew York, 1940), 

Sec pp 77 and 465 of this volume 
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cover the credit. Michigan has established full 3 per cent rates, so that 
employers in this state pay a total 3.3 per cent under the combined 
federal and state taxes. All but eleven of the state unemployment 
insurance laws provide for the abandonment, after 1941 or 1942, of 
the uniform 2 7 per cent rate in favor of a “merit rating,” thus estab- 
lishmg the payment as an insurance premium rather than a tax 
Generally, these “merit rating” clauses cover a lowering of the tax 
for firms with a good employment record, and an increase of the 
rate for employers whose accounts are charged with greater unem- 
ployment benefit payments than their payroll tax payments of the 
preceding year. A “merit” rate reduction can be claimed as part 
of the 90 per cent credit agamst the federal payroll tax. 

These payroll taxes m 1940 occupied second place in the states’ 
revenue systems. Only gasoline taxes had a larger yield. For indus- 
trial states such as Connecticut, Indiana, Massachusetts, Michigan, 
New Jersey, New York, Ohio, Pennsylvania, and Rhode Island, they 
constituted one-quarter or more of the net revenue of the state gov- 
ernments. For Rhode Island, the proportion was 38 per cent. 

CONSTITUTIONAL LAW OF BUSINESS TAXATION 

Express or tacit permission given by the state to individuals or 
associations to engage in various lines of busmess is viewed by the 
courts as a privilege which will sustain special taxes on the resultmg 
busmess activities. Furthermore, the conduct of business generally, 
and such specific aspects of business as purchasing, selling, earning 
business profits, and so forth, are considered activities which may be 
subjected to excises. Special business taxes of all forms thus have 
ample legal basis. 

Neither the “equal protection of the laws” limitation of the Fifth 
and Fourteenth Amendments nor the majority of state “equality 
and uniformity” constitutional provisions, bar the classification of 
business enterprises according to form of organization or type of 
business activity. Nor do they prevent the levy of distinct taxes or 
different rates on the various classes of business enterprise. Corpo- 
rations, for no other reason than that they are corporations, may gen- 
erally be taxed differently from private enterprises. Public service 
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concerns, banks, mines, insurance companies, may each be subjected 
to a separate system of taxation. Manufacturers may be taxed dif- 
ferently from merchants, butchers from bakers, steamfitters from 
plumbers, chain store systems from private retail establishments 
The courts ask only that there exist some reasonable economic or 
legal distinction between two business enterprises to uphold differ- 
ences in their treatment under the tax laws. 

Federal business taxes 

The most important constitutional limitations on the federal gov- 
ernment’s power to levy business taxes were reviewed m an earlier 
chapter.^® It will suffice here to repeat that the federal government 
cannot tax export trade or gross receipts derived from export trade, 
nor can it tax state property or the instrumentalities of state govern- 
ment. In connection with business taxation, the most difficult con- 
stitutional questions arise from the levy of state apd local taxes. 

State business taxes 

Constitutional law distinguishes sharply between domestic and 
foreign corporations as to the care with which it guards them from 
questionable exercise of state and local taxing powers. Corporations 
are deemed to be the creatures of the states under whose laws they 
are organized, and the tax powers of states with respect to domestic 
corporations are plenary. The states are accorded no such absolute 
power over foreign corporations, and their taxation of such corpora- 
tions is hedged about with restrictions Organization taxes on do- 
mestic corporations may be based on total authorized capital stock; 
entrance taxes on foreign corporations, on the contrary, must be 
based on allocated issued stock or on capital employed in the state.^® 
Franchise taxes on domestic corporations may be based on total 
authorized capital stock and on nonallocated net income; privilege 
taxes on foreign corporations must be measured by allocated issued 

^^Seepp 205 ff of this -^ohirnf 

^^AshVey v, Ryan, 153 U S (1894) 436 

^^Jlooney v Crane Co, 245 U. S (1917) 178, Cudahy Pachng Co v, Hinkle, 278 U S 
(1929) 460 

Kansas C, M and Railroad Co v, Stiles, 242 IX S (1916) 111 



TAXES ON BUSINESS 


535 


stock or by allocated net income^' Finally a franchise tax may 
apply to a domestic corporation whose sole business is interstate 
commerce/® but a privilege tax on foreign corporations may not be 
so extended/® 

Constitutional limitations with respect to gross income or earnings 
taxes are strict. Receipts arising out of transactions in interstate 
commerce may not be taxed under a gross receipts tax levied as a 
state privilege tax.®® Even the common practice of taxing allocated 
gross receipts arising out of interstate commerce is of doubtful consti- 
tutionality. However, if a state levies a gross income tax on public 
service corporations tn lieu of a property tax on their property, the 
tax may be measured by interstate as well as intrastate receipts.®^ 
The only limitation upon such a gross receipts tax is that the total 
burden of the tax must not greatly exceed the burden which would 
be imposed by the property tax it replaces. 

ADMINISTRATIVE CONSIDERATIONS 

In general, busmess taxes are somewhat easier and cheaper to ad- 
minister than personal taxes. All but the smallest business concerns 
keep better records on their transactions and finances than do ordi- 
nary mdividuals. These records facilitate the computation of tax 
liability and reduce the likelihood of error, and they simplify the 
task of checking the tax returns when such checking is necessary. 
The complexity of the structure and operations of some concerns is _ 
so great, however, that inquiry into their returns to check on possi- 
ble tax avoidance is an administrative task of supreme difficulty and 
high cost. 

Business concerns are, moreover, less inclined towards tax evasion 

Looney v Crane Co, 245 U S (1917) 178, Airway Corporation v Day, 266 U S 
(1924) 71, Cudahy Packing Co, v Hinkle, 278 U S (1929) 460 

Detroit Internationd Bridge Co v Corporation Tax Appeal Board of Michigan, 287 
U S (1932) 295 

Cheney Brothers Co v Massachusetts, 246 U S, (1918) 147, Alpha Portland Cement 
Co, V Massachusetts, 268 U* S. (1925) 203, Ozark Pipe Line Co, v Uomer, 266 U S 
(1925) 555 

20 Oklahoma v Wells, Fargo and Co ,223 V S (1912) 298, New Jersey Bell Telephone 
Co V State Board of Taxes and Assessment, 280 U S (1930) 338 

2^ United States Express Co v Minnesota, 223 U, S (1912) 335 j Cudahy Packing Co. v 
Minnesota, 246 U S (1918) 450, Northwestein Ufe Insurance Co, v, Wisconsin, 247 U S 
(1918) 132, 
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than are individuals. Since most business men are persuaded, 
rightly or wrongly, that they can pass their taxes on to the pur- 
chasers of their commodities or services, they are less inclmed to 
impede levies whose burdens are thought to rest on others. Even 
where a particular line of business is singled out for discriminatory 
taxation, as was the automobile business in the early postwar years 
by federal excises on automobiles and automobile parts, it may make 
public protest against the tax, but it imkes no special efforts to evade 
it. 

While business concerns will not ordmarily attempt to evade the 
taxes levied upon them they will not hesitate to seek means of avoid- 
ance. TSie business man who is alert to find legal ways of outwit- 
ting his business competitors can see no reason for overlookmg any 
loophole afforded him in the tax laws. To aid him in this endeavor, 
he has the advice of legal counsel, expert at picking flaws m statutes 
and finding jokers in court decisions. If a tax law minutely classi- 
fies busmcss enterprise, and burdens some classes more lightly than 
others, the busmess man will leave no stone unturned to make his 
concern conform as closely as possible with the classes of business 
activity subjected to the low tax rates. If there is a possibility that 
some constitutional provision may protect his concern from a par- 
ticular tax levy, the business man will make the most of that pos- 
sibility. 

Hence, m the levy of a business tax it is above all else essential 
that the statute be worded in simple, inclusive, unequivocal lan- 
guage. Distributional considerations which dictate special treatment 
of particular classes of business activity must often be scrapped, lest 
such special treatment prove a breach in the uniform front of the 
tax statute and permit the escape of concerns intended to be subject 
to the full application of the tax. Legislative committees concerned 
with drafting busmess tax statutes, and admmistrative bodies charged 
with drafting regulations for the assessment and collection of the 
tax, might well turn an open ear to the advice of mdustrial and 
business organizations interested in obtaining a tax law uniform and 
fair in its application to its members. 

Business tax laws and the regulations concernmg them should be 
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so composed that a minimum labor of reporting is imposed on the 
taxpaying concerns. To require business concerns to report details 
of their organization and finances unessential to a determination of 
their tax liability puts them to unnecessary trouble and provokes re- 
sentment Reduction of business tax “compliance costs” is as vital 
a goal for tax admimstrators as paring the direct costs of adminis- 
tration. 

Intrastate uniformity 

Complexity in a state’s method of business taxation multiplies ad- 
mmistrative problems, for the administrative agencies as well as the 
taxpayers, and the possibilities of tax avoidance *are multiplied. As 
has already been recounted, when various types of business enter- 
prise are subjected to different taxes resulting in higher and lower 
tax burdens, many firms will employ legal subterfuges to place 
themselves m the lower-taxed category. Sometimes the subterfuge 
can be outlawed by litigation — to the expense and irritation of both 
parties. But often, when statutes are carelessly drawn, the courts up- 
hold the subterfuge, and the avoidance is stamped with judicial ap- 
proval. All too frequently, the subterfuge never comes to the at- 
tention of the tax administration, and is successful m fact if not in 
law. Furthermore, scattering the attention of the administrative 
agencies over a dozen or a score of separate business taxes prevents 
the economies resulting from uniform regulations and large-scale 
handlmg of tax returns. 

Because of these considerations, many students of taxation ad- 
vocate the substitution of a general business tax for the series of 
special business taxes now found m many states. The National 
Tax Association has been an outstandmg champion for the prin- 
ciple of uniform intrastate business taxation.^® One single general 
state business tax, applymg uniformly to manufacturing, mercantile, 

22 A general discussion of interstate tax uniformity is presented in Chapter XXX> p 746 
of this volume, 

23 The National Tax Association’s model tax law is directed at intrastate as well as 
interstate tax uniformity — see “Second Report of a Plan of a Model System of State and 
Local Taxation,” Proceedings of the Twenty-Sixth National Tax Association Conference, 
1933, pp 353-420 
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and service enterprises, to financial institutions, and to public service 
enterprises, is not necessarily recommended. Constitutional and 
economic considerations may dictate differmg tax treatment for 
these broad categories of enterprises. And special regulatory taxes, 
such as the levies on chain stores and on the liquor busmess, cannot 
be fitted into a uniform business tax system. But at the most, four 
or five basic forms of business taxation could be established within 
each state, with uniform application of each class of tax. Incidental 
business license taxes, unless imposed for specific regulatory pur- 
poses, or systems of arbitrary license levies like those found m the 
southern states, are especially condemned. 

^^y^^HEORETICAL CONSIDERATIONS 

Because of the diverse forms and characters of American busi- 
ness taxes, no single theory of mcidence, no smgle distributive 
argument, can be applied to them. Rather the whole body of 
economic and distributive theory has to be drawn upon to throw 
light on the various problems presented by this group of taxes. 

Incidence 

Economic theory has long posited that a net business income 
tax cannot be shifted, that its mcidence is on the taxed concern.^^ 
On traditional argument, then, it might be concluded that the 
federal corporation mcome tax, to the extent of its application to 
manufacturing, mercantile, and service enterprises, is not shifted. 
This conclusion is further buttressed by the consideration that the 
federal corporation tax imposes a heavier burden on incorporated 
enterprises than does the federal personal income tax on their un- 
incorporated competitors, and that a discrimmatory tax cannot be 
shifted. Deductive theory on this subject was confirmed by an 
inductive study made about a decade ago of the sales, profits, and 
capitalization of American corporations. The conclusions of this 
study with respect to the incidence of the federal corporation income 
tax on manufacturmg, mercantile, and service enterprises were: 


p* 25^ of volymi;, 
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Since the market price (of the goods sold by competitive manu- 
facturing and mercantile corporations) depends on the expan- 
sive and contractile character of the large volume tendered on 
the market around the no-profit point, it is obvious that the price 
IS determined by the portion of the output, the production of 
which IS not affected by the (federal corporation income) tax. 
The tax will not affect the expansive or contractile character of 
any portion, because the product sold at a loss or at no profit is 
not subject to the tax, and the portion sold at a profit will still 
be profitable after a tax proportional to the piofits is deducted. 

The corporation income tax, therefore, appears to offer no new or 
additional factor in price determination. . . . What shifting is 
done IS small in total amount and occurs under exceptional con- 
ditions, and it does not seem to make much difference whether 
short or long periods of time be considered.^® 

As to the incidence of the federal excess profits tax, there can be 
no question whatsoever. This is a tax on “economic surplus” of 
the purest form, and hence absolutely unshiftable. 

But for one feature, state corporation income taxes could be 
established as unshiftable by the same arguments that apply to 
the federal tax. Several of the state corporation income taxes, as 
was mdicated earlier, have supplementary capital stock taxes at- 
tached to them to establish mmimum tax payments in years when 
corporations earn no net income. Corporations which pay the 
mmimum capital stock tax are those operating, for a shorter or 
longer time, in the no-profit margm. With the qualifications noted 
below, a tax borne by margmal firms is shifted. To the extent 
that these marginal firms shift their capital stock minimum taxes, 
the supramargmal firms paying on their income may be able to 
shift their levies. 

Capital stock corporate franchise and privilege taxes constitute 
special discriminations against a particular form of business enter- 
prise, Unincorporated enterprises are not subject to these taxes. 
Even where certain corporation taxes are intended to be substitutes 
for taxes to which unincorporated busmess concerns are subject, 

25 National Industrial Conference Board, The Shifting' md Ejects of the Federal Corpora^ 
tion Income Tax (New York, 1928), Vol I, pp 137-138, 152. 
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the burden of the special corporation tax is nearly always much 
heavier than that of the tax for which it is substituted. Because 
of the mequality of the tax burden which they impose, the capital 
stock corporation franchise and privilege taxes are for the most 
part nonshiftable In those Imes of busmess activity where the 
corporate form is so prevalent that unincorporated enterprises are 
a negligible competitive factor, capital stock taxes may be shifted 
to some extent. 

No general rules can be laid down on the business license taxes 
found in such great profusion in the southern states Many of 
these taxes are fixed taxes which give a large concern an advantage 
over a smaller concern paymg the same amount of tax. Having 
this advantage, the larger firms sometimes add to the prices of 
their commodities and services somewhat more than the amount 
of tax they pay. Also, they are sometimes able to drive their smaller, 
less prosperous competitors out of busmess and gam the entire mar- 
ket for themselves. 

Payroll taxes present an interesting problem in incidence Ob- 
viously the SIX per cent tax that employers will be paymg by 1949 
could not be absorbed by many of them without completely wipmg 
out their margin of net profit. The tax affects marginal producers, ' 
and so must be shifted — either forward by mcreasmg prices or back- 
ward by decreasing wages. The natural mclmation of employers 
in this matter is to shift the tax backward through wages. Where 
labor IS not organized to resist such action, some backward shifting 
of this sort may have occurred — if not by specific wage cuts, then 
by resistance to promotions and wage mcreases. Even in Imes where 
labor is strongly organized, employers may have been induced by 
thought of the tax and the expenditure to which it is devoted to 
oppose more vigorously than otherwise the unions’ demands for 
wage mcreases. But forward shiftmg has also occurred on a major 
scale — probably to a greater degree than backward shifting.®® The 
effect of such forward shifting would not be uniform on all prices, 

For an argument that the major incidence of a payroll tax is on wages, see James K 
Hall, “Incidence of Federal Social Security Pay Roll Taxes,” Quarterly Journal of Economtes, 
November 1938, Vol LIII, pp 38-63 
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because some commodities and services involve greater labor costs, 
and hence greater payroll tax costs than others. There has probably 
been a subtle readjustment of all price schedules during the past 
few years to accommodate this partial forward shifting of payroll 
taxes In the course of these readjustments, incidentally, a further 
powerful impetus has been given to labor-saving mechanization ; the 
payroll tax has added six per cent to the previous labor costs of 
industries, and has shifted accordingly the “margin of mechaniza- 
tion indifference.” 

The possibility of shiftmg business taxes is affected by the cir- 
cumstance that such taxes are levied by state and local governments 
whose jurisdictions are geographically limited, while the markets 
in which many manufacturers and some wholesale merchants com- 
pete are mterstate. As was indicated in Chapter XI, variations 
in the business tax burdens imposed by different states result in 
inequalities which may bar the complete shiftmg of taxes levied by 
the heavier-taxing states, when the industries of both high-taxmg 
and low-taxmg states compete in a common market. It should be 
noted in this connection that inequality in the general burdens of 
the business taxes of two states does not in itself cause the business 
taxes of the heavier-taxing state to be nonshiftablc. The impossi- 
bility of shiftmg a business tax results from the inequality of tax 
burdens imposed upon particular enterprises located in different 
states but directly m competition with each other — the inequality 
m tax burdens between the steel corporation taxed under property 
taxes and a capital stock tax in State A and the steel corporation 
taxed under property taxes and an income tax in State B, the in- 
equality m tax burdens between the shoe manufacturer taxed under 
a turnover tax m State C and the one taxed under a corporate excess 
tax in State D. 

State and local taxes on public service enterprises, irrespective 
of the character of the taxes, are quitje generally shifted. State 
public service commissions and the Interstate Commerce Commis- 
sion view these taxes as costs to be fully allowed in setting rates 


^ See p 259 of this volume. 
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which will yield a reasonable return over and above all costs of 
operation. An increase of state and local taxes on public service 
enterprises is considered an increase of operating costs to be com- 
pensated by increased rates. Smce public service enterprise taxes 
are generally shifted, state legislatures sometimes regard them as 
a means of levymg indirect taxes which will eventually rest on the 
general public but which will arouse little popular mterest. 

But two obstacles stand in the way of smooth and immediate 
shifting of all state and local public service enterprise taxes. Changes 
in tax burdens on public service enterprises occur at frequent m- 
tervals, while rate revision is an infrequent procedure. Conse- 
quently, there is a lag between a change in the state and local tax 
burden on a public service enterprise, and its shift to the consumers 
of the enterprise’s services by a modification of its rate schedule. 
Furthermore, the rate schedules of some public service enterprises 
are of such nature that a small change m tax burden cannot be 
compensated by a correspondmg modification of rate schedules. 
If the taxes of a streetcar company operatmg on a nickel fare 
amount to one-tenth of its current costs, a doubling of its taxes 
cannot be translated into a proportionate increase of the fare. The 
fare must be either increased by a full cent, which would increase 
the gross revenue by more than the amount of tax increase, or the 
fare must rerbam unchanged, in which case the tax is not shifted. 

Although in general a net income tax on busmess enterprises is 
difficult to shift, there is a strong probability that much of the 
federal corporation income tax applymg to public service corporations 
is shifted, since many regulatory commissions treat it as an operating 
cost to be covered by the corporations’ charges. Inquiry on this 
subject yielded the following conclusions; 

The Interstate Commerce Commission has expressly declared 
Its intention to so deal with the federal income tax in its regula- 
tion of interstate rates that the tax shall be shifted except for the 
personal normal tax allowance (an allowance for the circum- 
stance that the dividends on stock of public service corporations 
are not subject to the normal tax of the federal personal income 
, tax). The regulatory commissions of some of the industrial 
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states, accounting for a considerable proportion of intrastate pub- 
lic service values, by their procedure or, more rarely, by specific 
statement, indicate their belief that the tax should not be shifted. 

The commissions of several other important industrial states, on 
the contrary, believe that public service rates should be so ad- 
justed as to permit the corporations to shift the federal income 
tax in order to encourage investment in public service enter- 
prises Finally, among the group of states that are indefinite as 
to their attitude towards this issue, it is probable that some either 
deliberately or inadvertently permit the corporation income tax 
on their public service corporations to be shifted. . . . The evi- 
dence available leads to the general conclusion that a consider- 
able part of the federal corporation income tax on public service 
corporations is shifted. It is equally clear, however, that, as a 
result of the policy and procedure of many regulatory commis- 
sions, some part if not all of the tax is borne by some of the 
companies themselves, reducing the profits they would otherwise 
earn.^^ 

Distributive considerations 

The distributive aspects of business taxes are confused since such 
taxes are sometimes shifted to consumers of the taxed concerns’ 
commodities and services, and are sometimes borne by the taxed 
concerns as reductions of net profits. When a business tax is shifted, 
its ultimate burden, unless the tax is limited to luxury Imes, is 
likely to be regressive, to bear more heavily on the poorer classes 
than on the richer classes. When a business tax cannot be shifted, 
its ultimate burden is likely to embody elements of progression, since 
the owners of business enterprises, whether personal concerns, part- 
nerships, or mcorporated enterprises, are usually found among the 
more well-to-do classes of the population. Sharp distinction should 
be drawn between the shiftable and die nonshiftable taxes in con- 
sidering the distributive aspects of busmess taxes. 

Shifted business taxes are not to be condemned merely because 
their ultimate social burden is regressive. Their effect may be coun- 
terbalanced by progressive income and death taxes, and the two sys- 
tems of taxes in combination may result in a satisfactory graduation 
of social tax burdens. 

28 National Industrial Conference Board, op. at , Vol. II, pp 87-88, 89. 
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The relative importance of business taxes in the general tax sys- 
tem IS an mfluential factor in judging the propriety of their shift- 
mg. Similar considerations must qualify any approval of unshifted 
business taxes on the ability argument. 

Smce the burden of business taxes can be traced either to the gen- 
eral consuming pubhc or to the owners of the taxed concerns, it 
may well be questioned whether such a roundabout method of im- 
posmg tax burdens on particular classes of individuals is necessary 
Were the economic factor the only one to be considered, it might 
mdeed be difficult to make out a sound case for busmess taxes. 
However, unshifted business taxes receive collateral support from 
some of the other distributive theories. 

Most individuals lead double economic lives — a private life of 
consumption, a business life of production. Governmental func- 
tions supplement both aspects of the individual’s existence Public 
schools contribute to the individual’s personal life. Government 
collection and publication of statistics aids the individual mainly in 
his busmess capacity. The police and the courts protect both the 
personal and business capacities of the individual. Frequently, how- 
ever, the individual’s personal life is conducted in one taxing juris- 
diction while his business activities or busmess properties are located 
ip another jurisdiction. The government in whose jurisdiction the 
nonresident conducts his business activities or has his busmess prop- 
erties cannot tax the individual under a personal tax. Clearly, it 
would be unjust to compel governments to aid business enterprises 
within their territories, and at the same time refuse to compensate 
them for such aid because the owners of the enterprises have per- 
sonal residence elsewhere. Because individuals in their busmess 
capacities receive benefits from governmental activity which are 
distmct from the benefits accorded them m their personal lives, and 
because in their two capacities individuals may be active m different 
taxing jurisdictions, governments may properly draw part of their 
general tax revenue from business enterprises. 

Some of the other tax distribution doctrines add supplementary 
support to this “benefit” justification of unshifted busmess taxes. 
Corporation taxes are generally upheld on the principle that the 
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acts of incorporation or “doing business in the state as a corpora- 
tion” are “privileges” granted by the state government for which 
special payment should be made. Some writers have gone further 
and argue that any sort of business activity can be carried on only 
with the consent of the State and hence is a “privilege” which may 
be taxed. Public service enterprises using streets and highways for 
their tracks, wires, and pipes are considered to enjoy “special” privi- 
leges or franchises which justify the special taxes imposed. 

But all these “justifications” of busmess taxation are after-the- 
fact rationalizations. The fundamental reason for business taxation 
IS Its convenience as a method of obtaining substantial revenue. 
Here, as in other fields of taxation, principles of “tax justice” are 
humble handmaidens to fiscal expediency. 



CHAPTER XXII 


Commodity Taxes and Related Excises 

Commodity taxes may be classified under three headings — cus- 
toms duties, specific commodity taxes, and general sales taxes/ Cus- 
toms duties, an exclusive prerogative of the federal government, are 
moderately important from a revenue viewpoint. During the 1920’s 
and early 1930’s, customs revenues varied between $250,000,000 and 
1600,000,000 a year — from one-tenth to one-sixth of the total federal 
tax revenue — according to foreign trade conditions; since 1933 they 
have varied between $300,000,000 and $500,000,000, but their pro- 
portion of total federal revenues has fallen to a trifling fraction. 

As stated earlier,^ specific commodity taxes are sometimes im- 
posed as “sumptuary” levies — ^regulatory levies intended to discour- 
age the purchase and consumption of certam commodities deemed 
socially harmful by forcing up their prices. Federal liquor and to- 
bacco excises, federal and state taxes on oleomargarine, and the state 
tobacco and liquor taxes are of this character. But revenue consid- 
erations hold primary place even in sumpmary taxes, and many 
commodity levies have no sumptuary intent whatsoever. General 
sales taxes are imposed exclusively for revenue purposes. 

Ever smce the Civil War, specific commodity taxes have been an 
important element of the federal tax system. During World War I 
and again after 1932 the range of federal commodity taxation was 
broadened, with a corresponding enhancement of their contribu- 
tion to federal revenues; recently they have yielded around $1,800,- 
000,000 annually. Although the states have made less use of specific 
commodity taxes, they have recently turned extensively to general sales 

^Specific commodity taxes and general sales taxes are more frequently levied as license 
taxes on. manufacturing or mercantile enterpnses than as excises on the commodities them- 
selves In this chapter a business tax measured by the quantity or value of commodities 
produced and sold is considered a commodity tax. 

^ See p 275 of tins volume 
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taxes In 1940, state general sales taxes produced nearly $500,000.- 
000, their liquor taxes yielded around $250,000,000, and their to- 
bacco products taxes nearly $100,000, 000. 

Closely allied in economic character to commodity taxes are the 
federal and state levies imposed on the payment for certain services. 
Amusement ticket taxes and club dues taxes are the most important 
current examples of service taxation. Taxes on financial transfers, 
such as stock issue and transfer taxes, bank check taxes, and mort- 
gage recording taxes may also be conveniently studied in connec- 
tion with commodity and service taxes, since such transfers may be 
viewed as a form of service. 

CUSTOMS DUTIES 

A customs duty is a tax, per value or per quantity and quality 
unit, on commodities imported into a governmental area. Prior to 
the nineteenth century, local governments of all sorts commonly 
levied import duties under the name of transit tax or octroi. For 
the past century and a half, however, in the United States and most 
other countries, import or customs duties have been reserved exclu- 
sively to the national government. The American federal consti- 
tution specifically forbids state and local governments to impose 
import duties. 

One or both of two motives may dictate the levy of customs 
duties. To raise a large revenue with a minimum of admmistra- 
tive cost, moderate rates may be imposed on mass-consumption com- 
modities not produced in the taxing country. Or high rates may 
be set on imported commodities competmg with the same or similar 
articles produced in the taxing country, with intent so to raise the 
selling price of the imported items that their competition with the 
domestic products will be weakened. The first type of customs 
duty is popularly referred to as a “tariff for revenue only,” the sec- 
ond as a “protective tariff.” From the levy of our first national 
customs duty in 1789, the regulatory “protective” aspect of the tax 
has been of greater concern to Congress and to writers on econonv- 
ks than its revenue aspect. 
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History 

“Protection” was specifically stated as a purpose of the Tariff Act 
of 1789. Its preamble read: 

Whereas it is necessary for the support of the government, for the 
discharge of the debts of the United States, and the encourage- 
ment and protection of manufactures that duties be laid. . . . 

A 5 per cent tax was imposed on all unenumerated imports, some- 
what higher duties on specified luxury articles, and special high 
rates on hemp, cordage, nails, ironware and glass, with intent to 
encourage domestic manufacture of these particular articles. The 
protective prmciple, openly acknowledged as the fundamental pol- 
icy of the Tariff of 1816, was applied with mcreasmg force in 
the Tariffs of 1824, 1828, and 1832, and was only partly surrendered 
in the Compromise Tariff of 1833. Moderate protection was estab- 
lished in the Tanffs of 1842 and 1846 with a general 30 per cent 
rate on manufactured items competing with domestic products 

For revenue purposes, tariff rates were set at a high level during 
the Civil War. In the twenty-five years following the Civil War, 
the political disorganization of the widespread “free trade” senti- 
ment permitted the “protectionist” interests to block any substantial 
reduction of the Civil War tariffs and at the same time consolidate 
their position m Congress. By 1890 the protectionists were able to 
work their full will m the McKinley Tariff. Duties were placed 
on practically every class of import which competed with articles 
manufactured m the United States, and m some cases rates were 
high enough practically to prohibit importation. On foreign items 
which did not offer serious competition to American producers the 
duties were reduced or abolished. 

Since 1890 customs duties have undergone six major revisions — 
the Wilson-Gorman Tariff of 1894, the Dingley Tariff of 1897, the 
Payne-Aldrich Tariff of 1909, the Underwood Tariff of 1913, the 
related Emergency Tariff of 1921 and Fordney-McCumber Tariff 
of 1922, and finally the Hawley-Smoot Tariff of 1930. Not one of 
these acts made so much as a gesture in the direction of “free trade,” 
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and the Underwood Tariff of 1913, the only one of the six to ac- 
complish any substantial reduction of customs rates from the pre- 
existmg level, avowed as its purpose the protection of “legitimate 
industry. The Tariff Acts of 1922 and 1930 openly specified pro- 
tection rather than revenue as their purpose, and provided elaborate 
machinery for adjusting rates to a “true” or “scientific” protection 
basis — the equalization of differences between foreign and domestic 
costs of production for competmg commodities. These two acts 
further enlarged the scope of tariff protection by extending it to 
agricultural products. 

Except in extreme cases, a protective customs duty does not pro- 
hibit, but merely reduces, the importation of foreign goods, and for 
that reason American protective duties have generally been a lucra- 
tive source of federal revenue. Prior to the Civil War, they were 
the main, and at times the only, source of tax revenue for the fed- 
eral government. Thereafter, until 1913, they provided somewhat 
over half the total federal tax revenue. Durmg the “normal” 1920’s 
their annual yield averaged well over $500,000,000. Even with a 
lower level of foreign trade during the 1930’s, they have produced 
from $250,000,000 to $380,000,000 a year. 

Economics of the protective tariflf 

Protective customs duties are an instance of a commodity tax im- 
posed on one of two competmg commodities ® With such a tax, the 
initial effect is to increase the price of the taxed commodity — in this 
case, the imported article — thus persuading purchasers to turn to 
the correspondmg article of domestic manufacture. The pressure 
of mcreased demand on die existing supply of the domestic article 
forces up its price also. According to the elasticity of the demand 
for the article in question, the prices both of the imported item and 
of its domestic competitor are initially increased by somewhat less 
than the amount of the tax. 

Higher prices obtainable for domestic articles protected by a cus- 
toms duty result at first in higher profits for the protected domestic 
industries and hence encourage them to expand^ their production. 


® The shifting and inadence of such a tax is discussed m detail on p 237 of this volume 
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If a protected industry is in its “infant” stage, economies of large- 
scale production and distribution may result from its growth, so 
that it proves to be a “decrcasing-cost” industry. Eventually the 
combination of lower production and distribution costs and of com 
petition among domestic producers may force the price of the do- 
mestic commodity down to that paid for the imported article before 
the customs duty was imposed, or the new price may fall even below 
this earlier level. Meanwhile the market for the article in question 
is entirely taken over by the domestic producers. Results are dif- 
ferent if the protected mdustry is not well adapted to development 
withm the taxing country, or if it has already reached a mature 
development and must accomplish further expansion on an increas- 
ing-cost basis. Then the customs duty leads to a new price higher 
than the old, though not necessarily by the full amount of the tax, 
and the higher price applies both to the taxed import and the un- 
taxed domestic article. In the course of cost and price readjust- 
ments, domestic producers are able to take over more or less of the 
market previously enjoyed by the imported item. 

Proponents of protective customs duties have so overworked the 
“infant mdustnes” argument, based on the economic reasoning in- 
dicated above, that it has become a controversial liability rather than 
an asset. But they have several arguments besides this one. With 
respect to the protection of maladapted or mcreasing-cost mdustnes, 
they clairh that the added cost to consumers is counterbalanced by 
an expansion of domestic industry, with consequent increased em- 
ployment, mcreased payrolls, increased’ purchase of materials, and 
increased producers’ profits — ^all elements of national prosperity. 
They insist that the lower costs of foreign production, which would 
enable foreign goods to undersell American goods were there no 
protective tariff, result from lower foreign wage standards; appar- 
ent protection of American manufacturers is therefore protection 
of the wage scales paid by these manufacturers. Fmally, they argue 
that many of the “maladapted” industries fostered by the protective 
tariff would be vital to national self-sufficiency in time of war, and 
must be established and_ fostered irrespective of cost to consumers. 
Opponents of tariff “protection” base their position primarily on 
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the doctrine of comparative national advantages” — the principle 
that each nation profits most by producing and exporting those 
goods and services for which its economic resources give it peculiar 
advantages and by importing items produced at special advantage 
by other countries. A protective tariff nullifies such “comparative 
advantages,” with the result, in the words of Adam Smith, that 

the industry of the country, therefore, is thus turhed away from 
a more, to a less advantageous employment, and the exchange- 
able value of Its annual produce, instead of being increased, 
according to the intention of the lawgiver, must necessarily be 
diminished . . 

Another point made by the antiprotectionists is that the exports of 
the United States must be eventually paid for by imports from 
abroad; to the extent, tlierefore, that imports are checked by a 
protective tariff, production for export is likewise checked. More- 
over, since high tariffs breed retaliatory high tariffs, whatever Amer- 
ican mdustry gains from the protection of its domestic market it 
loses directly through suppression of its export market; enactment 
of the 1930 tariff, for example, led to an avalanche of foreign retali- 
atory tariffs which seriously cut American export trade. And ac- 
cording to the antiprotectionists, the disequilibrium of the Amer- 
ican balance of mternational payments during the 1920’s, which 
contributed so much to world-wide financial collapse after 1929, was 
largely the fault of the repression of American imports by the tariff. 

Distributive considerations in general count against protective 
tariffs. Although high rates on luxury imports rest upon the better- 
to-do purchasers who have ample “ability” to bear the special bur- 
den, the greater part of the customs revenue is derived from rates 
on items entering directly or indirectly into mass consumption 
Furthermore, and even more important, to the extent that rates on 
these Items are truly “protective,” prices of correspondmg domestic 
items are raised. Thus the cost of living of the poorer as well as of 
the richer classes is increased, part of the increase going to the gov- 

* Adam Smith, An Inquiry into the ’Nature and Causes of the Wedth of Nations^ Bk IV, 
Ch 3. 
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eminent as tax revenue, if the duty is not prohibitive, and part 
going to domestic manufacturers and ivorkers in the protected in- 
dustries as higher profits and wages. 

Rate structure 

Customs rates take two forms — specific and ad valorem. A spe- 
cific duty IS one levied according to the weight, bulk, length, or 
some other unity of measurement for the commodity; imported 
lychee nuts, for example, are taxed 2% cents per pound. An ad 
valorem rate is levied as a percentage of the commodity’s value; 
imported oboes are taxed 40 per cent on their value. 

Specific customs rates tend to place a relatively heavier burden on 
the coarser and cheaper grades of goods than on the better grades, 
since the rates bear no relation to value. Inasmuch as the coarser 
and cheaper grades are bought chiefly by the poorer classes, a spe- 
cific customs rate has a markedly regressive distributive effect Fur- 
ther, the burden of specific rates vanes as price levels change. In a 
period of rismg prices, an unchanged schedule of specific duties re- 
sults in a constant lowering of tax rates as measured by values. 
Similarly, m a period of falling prices there is a tendency towards 
a growmg tax burden as measured by the value of the imported 
articles. Offsetting these disadvantages of specific customs rates is 
their great virtue — the relative ease of their assessment. And manu- 
facturers seekmg protection like them because prohibitive levies on 
cheap goods can be concealed by rates which do not appear pro- 
hibitive when related only to more expensive grades. 

An ad valorem rate is more equitable in its ultimate incidence, 
since it does not produce an internal discrimmation agamst coarser 
and cheaper grades of goods, and hence does not result in a direct 
regressive burden. Moreover, the burden of the tax does not vary 
with price changes. But great admmistrative difficulties are en- 
tailed. Choice must be made between several trade-custom prices 
— the foreign manufacturer’s price, the f.o.b. price, the c.i.f. price, 
or the American scllmg price. Arbitrary values must be established 
for consigned goods. Price changes on thousands of taxed items 
must constantly be taken into account. 
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American customs duties follow no consistent policy as to form 
of rates. For some items the rates are specific, for others ad valorem. 
Still others are subject to supplementary ad valorem rates super- 
imposed upon basic specific rates. In some cases alternative rates 
are established, the higher at any time bemg applied. And many 
examples may be found of specific rates graduated according to the 
value of the import. 

When a raw material or semimanufactured import is taxed, an 
extra cost element is added to the price of all manufactured arti- 
cles produced from the imported item or similar domestic items. 
If American producers are to be placed on equal footing with their 
foreign competitors, imports of the manufactured article must be 
subjected to a “compensatory” duty equal to the amount of the raw 
material duty entermg into the cost of the finished article. If 
American producers are to be “protected,” the manufactured im- 
ports must be taxed over and above the “compensatory” rate. 
“Compensatory” tariffs must be imposed on almost all imports com- 
petmg with domestic articles subjected to mternal excises; the Ag- 
ricultural Adjustment Act of 1933, for example, made specific pro- 
vision for compensatory customs duties to balance the processmg 
taxes imposed by the act. 

Rate determination 

Economic reason and statesmanship have no part in the writing 
of a tariff act. To a greater extent than in any other field of taxa- 
tion, customs rates are determined by pressure group tactics applied 
to House and Senate -committees, to mdividual members of Con- 
gress, and to the President himself.® Tariff Commission findmgs 
are ignored unless they make a case for higher rates, and when 
they are utilized are simply one more item of propaganda. The 
schedules ultimately embodied m law are not a system, but a hodge- 
podge of logrolled “protections” for the industries whose lobbies 
are powerful enough or skillful enough to win their demands. The 
“dutiable list” of the 1930 Tariff Act contains 1559 paragraphs, be- 
wildering in the complexity of their specifications and rate sched- 


5 Sec William J Shultz, Your Taxes (Doubleday Dotan, New York, 1938), Ch VI 
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ules, with little interrelationship other than that of alphabetical se- 
quence. Any pretense at the time the law was passed that the levies 
actually “equalized” foreign and domestic costs of production was 
a fiction of the propagandists. Some rates overshot the mark, others 
fell short, and changes m domestic and foreign costs of production 
and prices smce the passage of the act make even the pretense of 
“equalization” meaningless. 

The customs rates established by the 1922 and 1930 laws are called 
“flexible” because the President is empowered, after investigation 
by the Tariff Commission, to raise or lower any rate by 50 per cent, 
to modify classifications, and to change the basis of ad valorem 
rates from the foreign selling price to the American selling price, 
when in his opinion such action is necessary to “equalize” foreign 
and domestic costs of production. Thus at his discretion, a Presi- 
dent might remake the entire rate structure of the tariff system, 
raising protection to prohibitive levels or practically wiping it out. 
Actually, the four Presidents who have had this power at their com- 
mand have made sparing use of it; only a few casual rate increases 
have resulted from the “flexible” clause. 

Retaliation and reciprocity 

From earliest times American customs duties have been used as 
a club to coerce foreign countries into according nondiscriminatory 
treatment to American trade or American goods. An act of 1818 
imposed a special set of retaliatory duties to be applied to imports 
from countries discriminating against the United States; the Presi- 
dent was empowered to suspend these rates when the discrimi- 
nation was ended. Such retaliathry levies were a feature of the 
American customs system through the nineteenth century. The 
McKinley Tariff of 1890 had such a schedule under the misleading 
name of “reciprocity clause.” Retaliatory duties were dropped in 
the Act of 1894, but restored in 1897. In the Act of 1909 the prin- 
ciple was applied more broadly — a double schedule of rates was 
established for most items, the higher to be applied at the Presi- 
dent’s discretion to imports from countries which discriminated 
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against the United States Under the 1922 and 1930 acts, the Presi- 
dent may retaliate against discrimination by raising rates up to 50 
per cent, and can impose “countervailing” duties against imports 
of countries which foster “dumping” by export bounUes 

A more conciliatory approach to the problem of international trade 
relations was made in the Dingley Tariff of 1897. Besides its retali- 
atory schedule, it had its “argol” list — a set of duties on specified 
imports which might be lowered by the President upon negotiation 
of trade arrangements with other countries. And a clause of this 
law, never utilized, authorized the President to negotiate five-year 
reciprocity treaties with other countries which might include a low- 
ering of existing American customs rates. This reciprocity idea 
was dropped in the Tarifi of 1909, and not revived until twenty-five 
years later when the Trade Agreements Act of 1934 again author- 
ized reciprocal tariff-lowering trade treaties. Prior to the outbreak 
of World War II m 1939, which changed completely the complex- 
ion of America’s foreign trade, seventeen such agreements had been 
negotiated, some of them makmg serious breaches m America’s pro- 
tective tariff wall. 

FEDERAL COMMODITY, SERVICE, AND 
TRANSFER EXCISES « 

Because of the constitutional requirement that direct taxes be 
apportioned, the federal government may not levy a tax on any 
class of commodities as property unless it provides some method 
of apportionmg the tax among the states accordmg to population. 
But the federal government has ample power to levy taxes on the 
manufacture or on the sale of commodities, such taxes being con- 
strued as excises on acts rather than as direct taxes on property.'^ 
A federal commodity tax may not, however, be extended to goods 
intended for sale to foreign customers, smce as to such goods it is 
construed as a constitutionally forbidden export tax,® 

® Exclusive o£ the gasoline* tax^ which is discussed in the next chapter. 

"^Patton V Brady. 184 U S. (1902) 638 

^ Spalding & Brothers v, Bdwards, 262 XT. S. (1923) 66. 
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History 

A federal liquor excise was imposed in 1791 and its revenue 
earmarked to payment of the interest and tlie prmcipal of the 
federal debt. Later statutes levied special taxes on carriages, on 
the sale of certam liquors, on snuff, on sugar, on auction sales, and 
on various legal instrutnents. Opposition to these early federal 
excises was strong, and the entire system was swept away in 1802. 
War needs led to the reimposition of a series of similar federal 
commodity and transaction taxes in 1813 which lasted only until 
1817. No other federal commodity excises were levied until the 
Civil War period 

The present system of federal commodity excises dates from the 
Civil War In 1862, the pressing need for Civil War revenue led 
Congress to impose a combination of business and commodity 
taxes, of which the most important were those on spirituous liquors 
and tobaccos. Subsequent war legislation imposed a gross receipts 
tax upon manufacturers which in its practical application was a 
general sales tax on all manufactured commodities. Its general 
level, at first 3 per cent, was subsequently increased to 5 per cent. 
The war over, certain of the federal commodity taxes were reduced 
or abolished, until by the 1880’s only the excises on spirits, fer- 
mented liquors, and tobacco were left. An oleomargarme tax was 
added to the group in 1887. 

Tobacco and fermented liquor taxes during the Spanish War 
were doubled. Telegraph and telephone messages were taxed, and 
stamp duties were placed on various legal documents, including 
corporate securities, and on patent medicines and chewing gum. 
But in general the government turned to special business and occu- 
pation taxes rather than to additional commodity taxes. World 
War I revenue acts, however, expanded considerably the field of 
federal commodity and service taxation. Rates on tobacco products 
and liquors were raised. A moderate soft drinks tax was imposed. 
Excises were directed at a group of semiluxury and luxury items — 
automobiles, musical instruments, jewelry, cosmetics, chewing gum, 
sporting goods, games, and yachts. Substantial taxes were imposed 
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on freight and passenger transportation, and on telegraph and 
telephone messages. Stock transfers were taxed and a moderate 
siamp duty laid on financial instruments. During fiscal years 1919 
and 1920, these taxes produced over $1,000,000,000 annually. 

Accepted without opposition in the war years, these taxes were 
afterwards dubbed “nuisance taxes” and became extremely un- 
popular Tax revisions in 1921, 1924, 1926, and 1928 reduced or 
eliminated many of them. The major portion of the tax on spirits 
had been lost, of course, with the advent of Prohibition, and the 
tax on fermented liquors had vanished altogether. By 1930 the 
tobacco excise, with an annual yield close to half a billion dollars, 
was the only important federal commodity or service excise re- 
maining. 

The shrmkage of other federal revenues as a consequence of 
depression inspired a drive in 1932 for a federal general sales tax. 
Popular opposition killed this proposal, and instead Congress re- 
stored most of the wartime commodity and service excises. A 
newcomer to the federal excise fold was a 3% per cent tax on 
electricity consumption. Repeal of the Prohibition amendment per- 
mitted the restoration of hquor taxation. The Agricultural Adjust- 
ment Act of 1933 and later supplementary crop control acts 
authorized the imposition of so-called “processing” taxes — excises 
imposed at some focal processmg pomt on each controlled agricul- 
tural product, the revenue from which was utilized for farmers’ 
bounties; these taxes were declared unconstitutional in 1936 because 
of the earmarkmg of their revenues.® A new impetus was imparted 
to federal commodity and service excise taxation by the need for 
“defense” revenue after 1940; the revenue acts of 1940 and 1941 
mcreased the rates of existmg excises, and added a number of new 
ones. 

Current status 

The several score levies and rates embodied in the present system 
of federal commodity, service, and transfer excises can be grouped 

S.v Butler . 297 U S (1936) 1. 
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into a much smaller number of categories accordmg to their basic 
characters and purposes. 

First and foremost from a revenue viewpoint are the liquor ex- 
cises — $400 per gallon on distilled spirits, $6.00 per barrel on 
fermented liquors, and from 8 to 65 cents per gallon on wmes. 
Tobacco taxes, almost the fiscal equal of the liquor excises, also 
embody different rates for different items. Cigars pay from 75 
cents to $13.50 a thousand, according to weight and retail price; 
cigarettes pay from $3 25 to $7.20 per thousand accordmg to weight; 
smoking tobacco pays 18 cents a pound; and there are rates for 
snuff and cigarette papers. 

A third set of rates applies to luxuries and semiluxuries. Club 
dues, amusement admissions, radios, musical instruments, cameras, 
toilet preparations, sporting goods, and firearms are taxed at 10 or 
11 per cent. Playing cards are taxed 13 cents per deck. Related 
to these luxury excises are the “control” excises imposed by the 
Revenue Act of 1941 for the purpose of reducing consumption of 
articles whose production competes with the defense effort; among 
the articles subjected to such “control” taxation are automobiles 
and automobile parts, mechanical refrigerators, electrical appliances, 
and rubber goods. 

Communication and transportation services compose a fourth 
subject of federal taxation. Telephone toll calls, telegraph and 
cable messages, foreign travel tickets, and oil pipe line charges all 
have specific or ad valorem rates. The 3% per cent tax on elec- 
tricity charges may be counted m with these other service excises. 
Still another category includes the transfer taxes, moderate in rate 
but substantial m yield, which are imposed on sales on the produce 
exchanges, on bond and stock transfers, and on other conveyances. 

A final group of federal commodity taxes is strictly regulatory 
in character and produces little or no revenue. Sale of a machme 
gun is taxed $200. Opium is taxed one cent a pound when sold 
for medicinal purposes, $300 a pound otherwise. Marihuana sales 
are taxed $100 per ounce. The oleomargarine tax of 10 cents per 
pound and the vegetable oils taxes of 3 and 5 cents per pound ma y 
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also be considered primarily regulatory in intent, since their purpose 
IS rather to discourage production of competitive substitutes for 
butter than to produce revenue. 

STATE SPECIFIC COMMODITY AND SERVICE TAXES 

Commodity taxes are something of an innovation in state tax 
systems. Prior to the 1920’s, some of the southern states based 
occasional special license taxes on value or amount of production 
or sales. And some of the state liquor taxes were based on sales 
or gross income, so that m their economic effects they might be con- 
sidered commodity taxes. Such taxes, however, were exceptional. 

In 1919 Alabama imposed a tax on carbonic acid used in soft 
drinks. Connecticut levied an admissions tax and Iowa a cigarette 
tax m 1921. These three laws marked out the mam fields of com- 
modity and service taxation exploited by the states during the next 
dozen years. When the Prohibition amendment was repealed in 
1933, those states which authorized the production and consump- 
tion of alcoholic beverages were able to revive liquor taxation. 

Constitutional considerations 

In states whose constitutions have no strict uniformity require- 
ment, commodity taxes might conceivably be levied as property 
taxes. Instead, the states have chosen to levy their commodity 
taxes as excises on the act of manufacture or sale. Unlike similar 
federal levies, such state commodity taxes are subject to a consti- 
tutional limitation. A state commodity tax applying to merchants 
may not cover the sales they make to customers outside the taxing 
state, as otherwise it would contravene the interstate commerce 
limitation.^^ It should be noted, however, that a tax on the output 
of manufacturers or of mming companies is not construed as a tax 
on the sales of these companies but as an excise on the acts of 
manufacturing or of mining, measured by the sales value of the 

Exclusive of gssoluic tsxes, which 3re studied in the next chspter. 

11 Crea/ Uvwk Cc v Pennsylvania, 245 U. S. (1917) 292; CAupiMUU v International 
Shoe Co.. 276 U S, (1928) 635. 
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manufactured or mined product. The mterstate commerce limita- 
tion docs not apply to such taxes, on the theory that they do not 
involve any act of commerce, interstate or otherwise.^* 

Liquor and beverage taxes 

Every state that does not prohibit alcoholic beverages imposes 
lump sum license taxes on manufacturers, wholesalers, retailers, and 
dispensers. These were studied in an earlier chapter.^® But in 
addition to these license taxes, practically every nonprohibition state 
imposes so-called “gallonage” taxes on the volume of various al- 
coholic drmks produced or sold within the state. 

Most of the liquor “gallonage” taxes are stamp or crown duties 
the remainder are collected on the basis of monthly reports made 
on the taxpayers. Some states collect the tax from retailers, others 
from manufacturers and importers. The choice is solely a matter 
of administrative convenience, smce under any and all circumstances 
the tax is shifted along until it is embodied in the price charged 
to the consumer. Rate schedules of these gallonage taxes vary from 
state to state, but one element of uniformity is found in all — ^beer 
IS taxed at the lowest rate, wines at intermediate rates, and distilled 
spirits at the highest rate. The schedule of the New Jersey tax, 
chosen at random, is as follows; 

beer 314 cents a gallon 

still wines not containing more than 21% alcohol 10 cents a gallon 
still wines containing more than 21% alcohol 25 cents a gallon 
sparkling wines 40 cents a gallon 

hquor $1 a gallon 

State liquor taxes produced over $200,000,000 in 1940. Soft drink 
taxes in the same year yielded $3,300,000. 


American Manujactunng Co v St Louts, 250 U. S. (1919) 459; Heisler v Thomas 
Colliery Co, 260 U S (1922) 245, Oliver Iron Co v. Lord, 262 U S (1923) 172, 
Lacoste v Department of Conservation, 263 U. S (1924) 545, Hope Natural Gas Co. v 
Hall, 274 U S (1927) 284 
See p 525 of this volume 

Stamp and crown admimstrauon is explained on pp 566-567 of this volume* 
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Tobacco products taxes 

Fifteen states now tax the sale of cigarettes, two the sale of cigars 
and cigarettes, and eight the sale of all tobacco products. As in 
the case of liquor taxes, tobacco products taxes are collected by 
the sale of stamps which must be affixed to the packages. Also 
similar to the liquor taxes, the responsibility of purchasing and 
affixing the stamps is laid sometimes on the manufacturer and 
wholesaler, sometimes on the retailer. Rates for the cigarette taxes 
are commonly 1 or 1^ cents for ten, are sometimes graduated by 
the weight of the cigarettes. Cigar tax rates are usually graduated 
according to weight of the cigars. 

Yield of state tobacco products taxes in 1940 was close to 

$ 100 , 000 , 000 . 

Other state commodity and service taxes 

Fifteen states tax soft drinks. In most cases the tax is imposed on 
the malt extract, or syrup, or carbonic acid gas used to make the 
drmks. In a few instances, the levy is on the retail sale of the 
drmks. 

Sixteen states tax admissions to all public amusements. With 
but one exception the tax is collected on a gross receipts basis; 
Connecticut has a theatre tax with a daily charge per theatre 
graduated by seating capacity. Rates range from one-half per cent 
in West Virginia to 10 per cent in Mississippi and Texas. 

Thirteen states that do not tax theatre or motion picture ad- 
missions, and several others that do, impose special taxes on admis^ 
sions to prize fights, athletic exhibitions, or horse races. Rates for 
these sumptuary taxes are generally higher than for the theatre 
and motion picture taxes; 10, 15, and 20 per cent rates are common. 

STATE SECURITY TRANSFER TAXES 

Security transfer taxes are worth levymg only in those states 
..which contam a major financial center wherein purchases and sales 
of securities occur in large volume. On this consideration. New 
York, Pennsylvania, Massachusetts, Illinois, and California would 
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be the states wherein security transfer taxes might be expected, yet 
only the first three impose such taxes. Illinois and California have 
never imposed any. Florida and South Carolina levy security 
transfer taxes although the revenue potentialities are too slight to 
be of any importance. 

The Florida and South Carolina taxes, like the federal tax, apply 
to both stocks and bonds; the other three state taxes apply only 
to stock transfers. In all five cases, the tax obligation rests upon 
the seller, and arises whether the transfer is privately negotiated 
between individuals or is handled by brokers; as a matter of prac- 
tice, private transfers probably evade the tax in large part. Tax 
collection is effected by attaching revenue stamps to memos of sale 

New York’s stock transfer tax is highly productive. In 1930, the 
year of greatest yield, the tax produced $39,000,000; for 1940 the 
yield was $19,000,000. Other states obtain only small amounts 
from their stock transfer taxes 

STATE GENERAL SALES TAXES 

In 1821 Pennsylvania imposed a merchants’ license tax measured 
by gross sales which, with some justice, might be called the first 
American state sales tax The Virginia merchants’ license tax of 
1887, measured by purchases, and the Delaware merchants’ license 
tax of 1906, another purchases tax, could also be considered sales 
' taxes of a sort. But West Virginia’s gross sales tax of 1921 truly 
initiated the state sales tax movement. This law imposed a one- 
tenth per cent rate on sales of extracted products, a one-third per 
cent rate on the “spread” of wholesalers, and a two-tenths per cent 
rate on sales by manufacturers and retailers and on personal and 
utility services; all taxpayers were allowed a $10,000 exemption. 

No other state sales taxes were enacted until 1929, when Georgia 
and Mississippi imposed gross sales taxes. Kentucky adopted a 
retail sales tax in 1930. In 1933 the sales tax movement became 
a stampede; twelve states in that year turned to “emergency” sales 
taxes to relieve the property tax burden and to provide funds for 

l®The best recent study of the most common form of state general sales taxation is 
Neil H. Jacoby, Retatl Sales Taxation (Commerce Clearing House* Chicago, 193?). 
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relief expenditures. Other states adopted the new tax form in 
each of the next four years. A small minority of these “emergency” 
sales taxes were repealed or allowed to lapse after one or two years, 
but for most the “emergency” which was the excuse for their levy 
has apparently taken on permanency, and the taxes remain. As 
of 1941, twenty-two states were levying sales taxes. The $490,000,000 
collected from this source in 1940 represented 12 per cent of total 
state tax revenue for the year. For individual states the proportion 
was much higher. Nearly 30 per cent of Washington’s 1940 tax 
collections were from her general sales tax; California’s general 
sales tax accounted for 28 per cent of that state’s tax collections. 
Eight other states derived more than one-fifth of their revenue 
from this source. New York City, New Orleans, and some other 
cities also levy local retail sales taxes. 

Scope 

Economists specify five basic types of general sales tax — the retail 
sales tax; the manufacturers’ excise, applymg only to sales by manu- 
facturers, the “gross sales” or “turnover” tax, applying to all sales 
of tangible commodities by manufacturers, wholesalers and re- 
tailers; the “gross mcome” tax, applying not only to sales of tan- 
gible co mm odities but also to gross mcome from services of all 
kmds; and the recently recommended tax on “value added by 
manufacture and distribution,” which would be based on gross 
income from sales mmus cost of purchases. The manufacturers’ 
excise and the “value added” taxes are ill adapted to state levy, and 
no state employs these forms. As for the other three forms, not 
only are all employed by the states, but various intermediate forms 
are to be found. Among the state general sales taxes now in effect 
are retail sales taxes applying exclusively to commodity sales, some 
on retail commodity sales and certain personal and professional 
services, some on retail commodity sales and public utility services, 
some on retail and wholesale sales, some on “gross sales” or “turn- 
over,” and some on “gross income.” This variation in the bases of 
the state sales taxes affects their productivity, a gross income tax 
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applying to all forms of business income, for example, has ten 
times the yield of a retail sales tax with the same rate.“ 

As with specific commodity taxes, constitutional considerations 
prevent the application of a state sales tax to wholesalers’ and re- 
tailers’ sales made to customers outside the taxmg state. Sales to 
federal agencies are also beyond the reach of the states’ taxing 
powers. Such sales are specifically or impliedly exempt under sales 
tax laws. In addition, to ease the burden on the poorer classes, 
several retail sales taxes exempt sales of foodstuffs. Rather fre- 
quently, sales to or by charitable institutions are exempt for social 
reasons. Administrative and social considerations prompt the ex- 
emption of housing, domestic service, and certain other categories 
of payments. Gasolme sales are sometimes exempted because they 
are sub)ect to special gasolme taxes. And, finally, the agricultural 
lobbies nave generally obtamed the exemption of sales of farm 
produce. 

An interesting supplement to retail sales taxes — the so-called “use 
tax” — has developed during the past few years. Retail sales taxes 
have had the weakness of encouraging large busmess consumers 
of certain products, and even occasional mdividual consumers, to 
make purchases in neighboring states levying no sales tax, and thus 
avoid the sales tax of their own state. To check this form of 
avoidance, eighteen states have imposed “use” taxes, at the same 
rates as their sales taxes, on commodities bought outside of the 
taxing state but brought withm it and used there. Obviously a 
circumvention of the interstate commerce and “due process” limi- 
tations, these “use” taxes have nevertheless received the Supreme 
Court’s approval.” 

Rates and minimum exemptions 

Most state retail sales taxes and those which apply to retail sales 
and services have a uniform 2 per cent rate; five have 3 per cent 
rates. The North Carolina and Pennsylvania taxes, which apply 

Jacoby, op ett , pp, 17, 348 

Gregg p Query, 286 U S (1931) 472; Nashmlle, Chattanooga 6* St Louts Ry, Co 
V. Wallace, 288 U S (1932) 249, Henneiord p, Stlas Mason Co*, 300 U, 5, (1937) 577. 
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to both wholesalers and retailers, and the Connecticut unincorpo- 
rated business tax and the Delaware business license tax, which 
apply in addition to manufacturers, have heavier rates for retailers 
than for manufacturers and wholesalers. Gross income taxes may 
have anywhere from two to nine rate categories; the West Virginia 
tax, for example, has the following schedule: 


Wholesalers and jobbers 0 15% 

Manufacturers 03 % 

Retailers, bankers, amusements 0.5 % 

Coal mines, public service enterprises, electric railways, 
unclassified service occupations 10 % 

Limestone and sandstone quarries, timber companies L5 % 

Unclassified natural resources, contractors 20 % 

Oil wells, sand and gravel quarries, nondomestic electric 
current, natural gas wells (under $5000 annually), toll 
bridges 30 % 

Domestic electric current, water companies 40 % 

Natural gas wells (over $5000 annually) 6 0 % 

Diversity of rates in a gross income tax is admission that such 


a tax is not uniformly shifted. It is a crude attempt to equalize 
the tax as among classes of enterprise. But unequal burdens as 
among firms within a class still persist. 

Washington’s gross income tax exempts retailers whose annual 
gross is under $6000, and other firms with less than $2400 annual 
gross. The Indiana gross income tax has exemptions of $3000 and 
$1000 respectively. And under the West Virginia gross income 
tax the first $25 of calculated tax liability is exempt— which is 
equivalent to exemptmg the first $16,600 of wholesalers' gross in- 
come, the first $8300 of manufacturers’ gross income, and the first 
$5000 of retailers’ gross income. Other state sales taxes either allow 
no minimum exemption, or a small administrative one. 

ADMINISTRATION OF COMMODITY AND SALES TAXES 

Proponents of commodity and sales taxes claim that the ad- 
mmistration of such taxes is easier than for most other taxes. The 
claim is sound, but only from a relative viewpoint. Like any other 
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tax, commodity and sales taxes have their administrative problems 
Good administration can make them successful revenue producers, 
lax or ill-advised admmistration can result m their failure. 

Point of collection 

Commodity tax administration is facilitated if the tax can be 
levied at a stage in the manufacturing and distributive process 
where transactions are concentrated in relatively few hands In 
the case of the federal tobacco and liquor excises, this point of con- 
centration IS the process of manufacture. For some commodities, 
however, it is conceivable that the greatest concentration would 
be at the passage of the commodity through the hands of the 
wholesalers A tax on such a commodity would be better charged 
to the wholesaler than to the manufacturer. Responsibility for the 
payment of state tobacco and liquor taxes is placed on local manu- 
facturers for such part of their product as is sold withm the taxing 
state; wholesale distributors are responsible for the tax on tobacco 
products or liquor brought m from other states. 

Retail sales taxes may appear to impose tax liability at the point 
— ^retailing — ^wherc transactions are most widely diffused. But the 
states have little choice m the matter. A large fraction of the 
commodities consumed in each state comes from other states, and 
could not be reached by a state manufacturers’ excise. And for 
most lines of distribution, wholesaler-retailer interrelationships over- 
lap state Imes, so that a domestic wholesalers’ sales tax would not 
impose a universal or uniform tax on commodity consumption 
withm the taxing state. Most consumption purchases of commodi- 
ties can be reached only through retailers, and even then — as the 
development of the “use” tax indicates — ^the coverage is not 
complete. 

Manner of collection 

When a commodity is regularly sold in packages, the tax upon 
it can be levied in the form of a stamp tax. Persons charged with 
paying the tax directly to the government — usually the manufac- 
turers, but sometimes the wholesalers and retailers — ^are required 
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to purchase revenue stamps and so attach them that the stamp 
IS torn when the package is opened Absence of a revenue stamp 
on a package advertises to all dealers and subsequent purchasers 
that the tax has been evaded. The offense is not easily concealed. 
Stamp taxes are generally acceptable to taxpayers since the me- 
chanical procedure of afSxmg stamps is preferable to the compli- 
cations of fillmg out detailed tax returns. Tax administrators 
approve of stamp taxes because their collection is accomplished 
by the sale of the revenue stamps to the taxpayers. Tlie federal 
tobacco and playing card taxes are administered as stamp taxes. 
State tobacco products and liquor taxes are also usually levied as 
stamp taxes, the stamps being bought and affixed by the manu- 
facturers and importing wholesalers; retailers are responsible for 
stamping any items that come to them unstamped through ir- 
regular channels of trade.^® 

For taxes on bottled beer and soft drinks, the “crown tax,” a 
derivation of the stamp tax, is possible The manufacturers of the 
crowns, or caps, that are pressed onto the bottles pay the beer or 
soft drinks tax in accordance with their sales of bottle caps to the 
beer and drmk manufacturers. This tax is passed along in the 
price of the crowns to the manufacturers. They in turn embody the 
tax in the prices charged for then bottled wares. 

General sales and gross income taxes apply to many commodi- 
ties and services for which stampmg is not practicable. They are 
necessarily assessed on the basis of monthly or quarterly returns 
submitted by the retailers or other concerns liable for the tax.^® 

Evasion 

Where the payers of a particular tax are few in number, the 
admmistration can exercise a careful and detailed supervision im- 
possible where the number of taxpayers is large. A geneftil sales 
or turnover tax suffers from the circumstance that it must be col- 
lected in small amounts from a large number of taxpayers. The 
tax administration cannot enquire carefully into the accounts of 


An exhibit o£ fevenue stamps is presented m Appendix F, p 846 of this volume 
19 A sample sales tax return is reproduced in Appendix F, p. 844 of this volume. 
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every little country cider mill and every corner candy store. In- 
stead, It must trust to the honesty of the taxpayers and to such 
devices as tlie sample check, even though this involves the loss of 
10 to 15 per cent of the tax revenue through evasion. The alter- 
native — to allow an exemption which will elimmate the flood of 
returns from small dealers and small manufacturers — ^weakens the 
economic character of the tax. 

A high tax invites evasion. The evasion of high liquor duties 
through “moonshining” is an old chapter in fiscal history. If, 
on the other hand, a tax is low, the risks of evasion outweigh its 
profits, and evasion is likely to be inconsiderable. It has therefore 
long been a canon of commodity taxation that a moderate tax 
on a commodity widely used m large quantities is preferable to a 
high tax upon a little-used commodity. Revenue necessities and a 
desire to subject luxury items to discnmmatmgly high rates fre- 
quently induce governments to ignore this canon, but rarely with 
success. 

State commodity taxation is suffermg to an increasmg degree 
from so-called “interstate evasion.” Fly-by-night tobacco and liquor 
firms, for example, establish themselves just across the border from 
a taxing state, and solicit “tax-free” orders from within it Texas 
estimated several years ago that from $500,000 to $750,000 a year 
m cigarette taxes — from one-twelfth to one-eighth of its total tobacco 
tax collections — ^was lost through parcel post shipments into the 
state. “Use” taxes may apply to these transactions — seven states have 
special tobacco “use” taxes — but the administration of the taxmg 
state cannot by itself reach the shippers to obtain records of their 
deliveries, and cannot trace the purchasers within its jurisdiction. 
Such evasion is being brought under control through mterstate ad- 
ministrative cooperation. Seven southern states, for example, agreed 
in 1937 to exchange information on tobacco sales and shipments 
horn one state into another, and to help enforce each other’s laws. 

/ ECONOMIC AND. DISTRIBUTIVE CONSIDERATIONS 

Commodity and sales taxes are good revenue producers. If the 
tax is general, or if the specific cgiqnaodity tailed is widely cgn- 
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sumed, a low rate will produce a relatively large revenue. And 
commodity and sales tax yield, while not inelastic, is less subject 
to variation during the upswings and downswings of the business 
cycle than revenues from income or business taxes Another big 
pomt in favor of commodity and sales taxes is that revenue begins 
to flow in immediately after their enactment, whereas for most 
other taxes there is a long lag between imposition and receipt of 
revenue. And finally, as already noted, commodity and sales taxes 
enjoy distinct administrative advantages 

Against all these favorable considerations stand the adverse 
economic and distributive effects of commodity and sales taxes, 
and most fiscal economists feel that these economic and distributive 
considerations outweigh all the favorable factors, leavmg a net 
balance of argument against such taxes. Analysis of the incidence 
and social effects of commodity and sales taxes, therefore, assumes 
special importance. 

Incidence and related economic effects 

The mcidence of taxes on particular commodities was studied 
in an earlier chapter,^® and the conclusion was that such taxes are 
largely shifted to consumers by an increase in the price of the taxed 
commodity. The price mcrease need not be, and rarely is, exactly 
the amount of the tax Commonly the price rises by more or less 
than the tax involved, depending upon the elasticity of demand 
for the commodity and the circumstances of its supply. Prices of 
joint products or competmg commodities are also likely to be 
affected— lowered or raised— by the tax. 

Theoretically a uniform retail sales tax should also shift to con- 
sumers, though not uniformly. Dimmished consumer purchasing 
power resultmg from the tax should unsettle the pre-existing dis- 
tribution of consumption expenditures as among necessities, semi- 
luxuries, and luxuries, reducing consumption demand for all items, 
but reducing demand for semiluxuries and luxuries more markedly 
rhan demand for necessities. Prices for all consumption items 
should be affected, according to the varied circumstances of their 


See pp 234-243 of this volume. 
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supply, but prices of semiluxunes and luxuries should be affected 
more than prices of necessities. Initially all prices should rise by 
the percentage of the tax, with subsequent readjustments up or 
down as reduction and shifting of demand makes its mfluence felt. 

But, in this matter, experience does not tally completely with 
theory. Inquiry into actual results of state sales taxes indicates 
that merchants who initially pay a sales tax commonly meet con- 
siderable difficulty m adding the tax to the prices of the goods they 
sell. With respect to the shifting of these taxes, the authors of a 
searchmg analysis of American sales taxes came to the surprised 
conclusion that “economic friction must be a far more powerful 
factor than has hitherto been supposed.” Under a 2 per cent sales 
tax, customers resent the addition of one cent to sales totals under 
fifty cents, and the addition of a second cent if the sales total is 
between fifty cents and a dollar. To appease their customers, small 
merchants, in particular, find themselves constrained to absorb at 
least part of the tax. Where large sales and substantial tax amounts 
are mvolved, customers try to bargam themselves out of the tax 
although they would not thmk of haggling over the net price. To 
the extent that merchants fail to shift a retail sales tax, it operates 
as a gross mcome tax on retail merchandising, unequal and fre- 
quently crushmg in its burden. 

Since it is the legislative intent that a retail sales tax be shifted, 
two “mandatory” shifting devices — the listed tax schedule and the 
tax token — ^have been authorized to overcome the frictions noted 
above. Under the listed tax schedule, a series of penny price ranges 
are established with a specified tax amount listed for each range. 
Thus under New York City’s former 2 per cent retail sales tax, cus- 
tomers paid no tax on sales up to 12 cents, one cent tax on sales 
between 13 and 62 cents, 2 cents tax on sales between 63 cents 
and $1.12, and so on up the scale. Elsewhere, tax tokens stamped 
either on metal or cardboard are issued in denominations of one- 
tenth cent and one-half cent. They are sold by storekeepers to 
customers, to be utili2;cd for the express purpose of paymg frac- 

' ~ S' 

Robert Haig, Carl Sboup and associates. The Sdes Tax in the American States 
(Columbia University Press, New York, 1934), p. 71. 
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tional'Cent taxes on sales. A 1/10 cent token enables a customer 
to pay a 2 per cent sales tax on a five-cent sale. From all accounts, 
these “mandatory” devices make the shifting of retail sales taxes 
much more complete and uniform 

Even more obstacles are encountered in shifting manufacturers’ 
excises, and gross sales and gross income taxes applying to manu- 
facturers as well as merchandisers. As a commodity passes from 
one handler to another in the chain of production and distribution, 
the tax element to be incorporated into its ultimate price is pyra- 
mided. Some commodities pass through more hands than do others 
before they reach their ultimate consumers. There is wide diver- 
gence m the total taxes attached to various commodities, with 
consequent repercussions on demand, cost of production, and ulti- 
mate price readjustments. Furthermore, within a given commodity 
line, a manufacturers’ excise, a gross sales tax, or a gross income 
tax discrimmates against a series of single-process concerns, each 
of which in Succession is taxed upon its sales, and in favor of a 
competmg concern which engages m all productive and distributive 
processes connected with the manufacture and sale of its output 
and whose output as eventually sold bears only a single tax. The 
single-process concerns must absorb the difference between the 
pyramided taxes on their product and the single tax paid by their 
multi-process competitor. Attempts to alleviate this discrimination 
by “resale certificates,” giving a reseller credit for earlier taxes paid 
on the commodity, complicate administration of the tax and add 
tremendously to “compliance” costs. And finally, a manufacturer 
may find himself unable to add a state gross sales or gross income 
tax to the prices of his output when he competes with manufac- 
turers located in states which do not levy such taxes. 

Distributive effects 

To the extent that specific commodity taxes or general sales taxes 
are shifted, they constitute taxes on consumption. Added to this 
factor is the consideration that as compared to the richer classes, 
the poorer classes spend a larger proportion of net income on taxable 
items of consumption. Consequently, a tax which imposes a pro- 
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portional burden on consumption absorbs a larger proportion of 
the income of the poorer classes than of the richer classes — it is a 
regressive tax A sales tax on all consumer expenditures would 
be sixteen to twenty times heavier for a family with a $1000 mcome 
than for one with a $1,000,000 income. If the tax were only on 
sales of tangible merchandise, it would be sixty times heavier for 
the $1000 income family. This is the mam basis for condemnation 
of general sales taxes. 

Theoretically, commodity taxes may be so levied as to produce 
a progressive tax burden. If special taxes are levied on items — 
yachts, expensive makes of motor cars, jewelry, club dues, and so 
forth — ^purchased only or largely by the rich, the resulting burden 
will rest more heavily on the richer classes of the population than 
on the poorer and middle classes. This was the principle of the 
luxury sales taxes levied by the federal government durmg 
World War I. But the revenue significance of such luxury sales 
taxes is slight and they are more readily evaded than levies on mass 
consumption items, and the attempt thus to achieve progression 
m the commodity tax burden is a failure. A general sales tax 
which exempts foodstuffs may avoid being regressive, may even 
result in a progressive tax burden. 

If for one reason or another a commodity or general sales tax 
cannot be shifted, it results m a very inequitable burden on the 
taxed producers or sellers. In effect it is a nonshiftable gross mcome 
tax, bearing no relation to the abilities of the taxpayers. 
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Highway Taxes 

The present system of motor highways m the United States has 
been constructed and is maintained for the most part with funds 
derived from special taxation of the motorists who use these high- 
ways. These motorists are reached primarily by two state taxes 
the motor vehicle license tax and the motor vehicle fuel tax ^ which 
during 1940 yielded $388,000,000 and $845,000,000 respectively. 
Taken together these two taxes produced over three times as much 
revenue as all the state mcome taxes, over twice as much as all 
the state business and corporation taxes, over one-and-one-half times 
as much as all the state and local sales and commodity taxes. Only 
property taxes are a more important item in the state and local tax 
system. 

Gasoline taxes and motor vehicle charges have long been tacitly 
accepted as two levies to which the states have prior and dominant 
rla.m. Smee 1932, however, the federal government has imposed 
a gasoline tax, and in 1941, with a vague intent to discourage some- 
what the purchase and use of automobiles, it imposed a $5 annual 
“use” charge. 

MOTOR VEHICLE LICENSE TAXES 

Of the two highway taxes, the motor vehicle license tax is older. 
It is by far the more complicated of the two levies, and ofEers the 
more interestmg problems for study. 

History 

In its earliest form, the motor vehicle license charge was ^ 
rather than a tax. For regulatory purposes, the states compelled 

1 This term is used m preference to the more common "gawline tax,” since the tax is 
geoerali)- extended to Other motor fuels beside gasolme. 
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the registration of motor vehicles, and made charges of one, two, 
three, or five dollars to cover die cost involved. New York in 1901 
was the first state to provide for auto registration. Within a few 
years most of the industrial states had enacted automobile regis- 
tration statutes. By 1910, nearly all the states required automobile 
registration. 

That automobile registration might become a source of revenue 
for financing state highway activities was an idea which developed 
slowly. Registration, originally required only on the purchase of 
an automobile, was in time made an annual function. The flat 
fees at first charged on the occasion of registration were increased 
in amount. In 1906, New Jersey, Ohio, and Vermont provided 
for the graduation of their registration taxes on the basis of the 
horsepower of the registered vehicle. 

After 1906, motor vehicle license taxes grew complex in character 
and heavier m burden, and even the states which retained flat 
taxes for a while mcreased the charge. More and more states 
turned to taxes graduated on the basis of horsepower or other 
factors. Passenger vehicles and trucks were differentiated and the 
latter taxed on bases other than horsepower — on carrymg capacity, 
on gross weight, and on net weight. Special truck taxes were 
sometimes levied m addition to a basic horsepower charge, some- 
times m lieu of such a charge. On the theory that passenger cars 
were luxuries, white trucks were busmess instrumentalities, the 
former were at first taxed more heavily, but the inverse tendency 
soon developed and grew ever more marked. Also, during this 
period, the differentiation between automobiles in private use and 
commercial cars was initiated, heavier taxes bemg imposed on the 
latter. 

In the 1920’s the tendencies of the preceding period were con- 
tinued. The rates of motor vehicle license charges continued to 
increase, though less rapidly, since many states were supplementmg 
their motor vehicle license taxes with motor vehicle fuel taxes. Ever 
more states provided for discrimination between tracks and pas- 
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scnger cars, and between private and commercial vehicles As one 
state after another m the course of the decade levied special taxes 
on common carrier motor vehicles, a thiid element of discrimina- 
tion was introduced. An unfortunate desire to adjust motor I'ehicle 
license taxes in minute detail to “cost-of-service” or “value-of- 
service” doctrines led the states to introduce a bewildering com- 
plexity of bases and rate schedules mto their motor vehicle taxes. 

Charges on private passenger cars have apparently achieved a 
degree of stability. But rate revisions for trucks, commercial 
vehicles, and common carriers have proceeded unabated, either to 
mcrease the revenue derived from these types of autos, or to adjust 
tax burdens more closely to some ideal of road use or road damage. 

Bases 

Motor vehicle license tax bases display bewildering variety. Most 
states have drffermg bases for passenger cars, trucks and buses, 
with superimposed variations for private, commercial and common 
carrier vehicles. And no two states have an identical combmation 
of bases. 

For the taxation of private 'passenger cars, net weight is the most 
prevalent base, being used either as sole base or m combmation 
with others by two-thirds of the states. In most cases tliese net 
weight charges are progressive — the amount of fee increases more 
rapidly than the net weight base. Other bases, however, are far 
from uncommon. Horsepower, value of the car, and the age of 
car each appear as sole or part measure of the tax m a quarter of 
the tax laws; seating capacity and type of tire are taken into con- 
sideration in several. Examples of several types of passenger car 
tax bases are given in Table 27. 

A few states do not discriminate between private passenger cars 
and private trucks, but the great majority either levy special addi- 
tional taxes on private trucks, or else subject them to a different, 
heavier tax. While capacity is the most common base for these 
truck taxes, some states employ gross weight and net weight or, 



576 


HIGHWAY TAXES 


more unusual, chassis weight and value. Trucks using solid or metal 
tires generally pay discriminatory higher rates. Several variations 
of truck registration charges are shown in Table 27. 

Only a few states discrimmate between commercial trucks and 
private trucks, but nearly all impose special taxes on buses and com- 
mercial passenger cars. Commercial passenger car taxes are levied 
on such diverse bases as value, gross weight, net weight, carrymg 
capacity, seating capacity, mileage, passenger mileage, ton mileage, 
and the population of the city wherein operated. 

Most states also place heavier taxes on common carrier passenger 
cars and trucks than on private or commercial vehicles. In some 
mstances the base is the one used for taxmg commercial vehicles, 
and the higher charge is accomplished through higher rates More 
often common carriers are subject to special taxes in addition to 
those levied on commercial vehicles. Most common bases for the 
special taxes on common carrier passenger cars are seating capacity 
and gross receipts, while for common carrier trucks they are carry- 
mg capacity, ton mileage, and gross receipts. 

Many states have special license taxes for electric and steam vehi- 
cles, motorcycles, trailers, tractors, taxicabs, buses, and other special 
road-using vehicles. It is interestmg to note that electric and steam 
vehicles usually pay heavier license taxes than gasolme-driven vehi- 
cles, since the former do not pay motor vehicle fuel taxes. School 
buses are frequently charged a special low rate. 

This complexity of tax bases has developed from the laudable 
desire of state legislatures to adjust motor vehicle taxation to the 
“benefit” principle, and in particular to apportion tax burdens in 
accordance with the road costs caused by different classes of vehi- 
cles. Logically, however, each of the many bases for motor vehicle 
license taxes found m the various states cannot be a perfect adjust- 
ment of tax burdens to benefit principles. Overrefinement of tax 
bases in an endeavor to achieve the “perfect” tax base has defeated 
Itself, and some of the complex motor vehicle license taxes probably 
cause as much injustice as they prevent. Many of the special bases 
were introduced into motor vehicle l&ense taxes in order to take 
the actual use of the public roads into account, but with the devel- 
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Table 27 

EXAMPLES OF MOTOR VEHICLE LICENSE TAX SCHEDULES, 1940 


Private Passenger Cars 


North Carolina — proportional weight 
Per cwt — 35 Minimum, $7 CX3 

Florida — progressive weight 
Under 2,000 lbs $ 

2.000- 3,000 lbs j 

3.000- 4,000 lbs ] 

Over 4,000 lbs I 

Illinois — horsepower 

Under 25 hp . $ 

25-35 hp . .A ] 

35-50 hp . j 

Over 50 hp I 


Utah— rate, $5 00 
Oklahoma — value 

Under $600 $12 50 

Each additional $100 1 50 

After first year, charec reduced bv one- 
fifth 

Arkansas — weight plus horsepower 
Under 3,500 lbs 27 5 p per cwt 

3,500-4,500 lbs 30 d per cwt 

Over 4,500 lbs 32ip per cw t 

i per hp 

Onc-half reduction of tax if car is over 
5 years old 


Uelawarb — gross -weight (same as for passenger cars) 
Under 5,000 lbs , $1 50 per 500 lbs 
Over 5,000 lbs , $2 00 per 500 lbs 



Pennsylvania- 
Wcighc of 
Chassis in Lbs 
Under 2,000 
2 , 000 ^ 3 , 000 . 

3.000- 4,000 

4.000- 5,000 

5.000- 6,000 

6,000- 7,500 

7,500- 9,000 

9,000-12,000 , 

Over 12,000 


-chassis weight, number of wheels, Ures 

Pneumatic Tires Cushion Tires 


Solid Tires 


4 Wheels 

6 Wheels 

4 Wheels 

6 Wheels 

4 Wheels 

6 Wheels 

$ 16 50 

26 00 

$ 40 00 

$ 25 00 

35 00 

$ 55 00 

$ 28 00 

45 00 

$ 65 00 

35 00 

50 00 

50 00 

65 00 

60 00 

75 00 

45 00 

60 00 

60 00 

70 00 

75 00 

90 00 

63 00 

90 00 

85 00 

125 00 

105 00 

150 00 

90 00 

155 00 

125 00 

200 00 

150 00 

275 00 

110 00 

175 00 

150 00 

225 00 

190 00 

300 00 

155 00 

200 00 

200 00 

250 00 

300 00 

325 00 

155 00 

225 00 

200 00 

275 00 

300 00 

350 00 
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opment of the motor vehicle fuel tax, whose burden is closely re- 
lated to road use, further need for these elements m the motor 
vehicle license taxes is obviated. 

Road tests indicate that highway construction and maintenance 
costs are related to the weight and resiliency rather than to the 
speed or motive power of the vehicles using the highways. There- 
fore, it is argued, a single base of gross weight with special charges 
for vehicles with solid or metal tires is the best practical basis for 
motor vehicle license charges. Cost of highway construction and 
maintenance is greater, and more than proportionately greater, for 
heavy commercial vehicles than for private cars. The former neces- 
sitate extra-width roadways, more solid and expensive roadbeds, 
and more substantial bridges. And road damage by vehicles in- 
creases progressively in relation to their weight. A motor vehicle 
license charge based on gross weight should, therefore, be progres- 
sive — the rate should increase as the gross weight of the taxed vehi- 
cle increases.® Passenger cars and trucks need not be differentiated 
under a progressive gross weight tax, since the greater gross weight 
of the latter makes them subject to the higher rates of the progres- 
sive schedule. Neither need there be discrimination between private 
and commercial vehicles. Since the latter use the public highways 
more extensively, they are compelled to pay more gasoline taxes. 

Motor vehicle common carriers may properly be considered a 
special class of vehicle, and taxed accordmgly. As public service 
enterprises, the operating companies may logically be brought under 
a state’s general system of public utility taxation. This is frequently 
done. But, as noted above, a number of states have developed spe- 
cial taxes, based on seating or carrying capacity of the buses or 

2 A committee o£ the National Tax Association has suggested a standard formula for 
motor vehicle license charges, which would accomplish the progression suggested above by 
employing the square of the gross tonnage of the vehicle as a factor, The formula is 

tax == c + m(w2) 

“c’* IS a constant fee that might range anywhere from $3 to $10 "m*’ is a multiplier 

which might range from 2 to 10 “w^” is, of course, the squared tonnage weight of the 

vehicle Under this formula, with c = $5 and m = 4, a passenger car weighing less than 
a ton would pay 5 + 4(1^) or $9, while a ten -ton truck would pay 5 -f* 4 ( 102 ) or $405, 
Sec Vroceedtngs of the Twenty-Thud National Tax Association Conference 1930, p, 161 
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trucks, on mileage operated, and on gross receipts,^ for motor vehi- 
cle common carriers. No special merit or condemnation attaches 
to either system. 

Rates 

Each state is law unto itself in settmg motor vehicle tax rates. 
Variation in these rates is so wide that no general statement can be 
made concerning them. The extent of this variation is indicated 
by the following tabulation, derived from a survey made in 1930 : 


Table 28 

VARIATION IN MOTOR VEHICLE LICENSE TAX CHARGES, 1930 
(Tax rates of various states applied to uniform car specifications) 



All states honor the registration of passenger cars bearing license 
plates of the state of the owner’s domicile. Although a few states 
require special “entrance” registration of “foreign” cars, they charge 
no tax. 


^Unlike gross receipts taxes on railroads, gross receipts taxes on motor vehicle common 
carriers can be based not only on gross receipts from intrastate service but also upon allo- 
cated gross receipts from interstate service, provided that the tax is levied as an excise for the 
privilege of using the public highways — Interstate Transit Inc* u* Lindsey , 283 U, S, (1931) 
183 
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Such universal recognition of “home” registration does not apply 
to contract and common carrier buses and trucks. The statutes of 
a third of the states contain reciprocity clauses which elimmate dou- 
ble taxation of all or certam classes of motor carriers among them- 
selves. But carriers with a “home” registration or operating m the 
other two thirds of the states must pay a registration tax to every 
state m which they operate. In some cases the registration tax on 
“foreign” earners is established at a half or a third of the tax on 
“home” vehicles. But m Florida the tax on “foreign” carriers is 
double the tax on “home” vehicles. This current multiple taxation 
of motor carriers is a serious abuse of the prmciples of motor vehicle 
taxation and one, it is to be hoped, which will soon be eliminated 
by extension of reciprocity. 

Administration 

The motor vehicle license tax has often been described as a tax 
which can be neither evaded nor avoided. In one sense this state- 
ment IS true, since every car operating on the public highways must 
take out a license, and a tax must be paid to obtain the license. 

But a certam routine is needed to prevent passenger car and truck 
owners from understatmg the weight, or capacity, or horsepower 
of their vehicles when applymg for license, with intent to reduce 
the amount of their tax payments. Initial license applications must 
be checked agamst dealers’ certificates, and license renewal appli- 
cations must be checked against the stubs of the old registrations. 
If this routine is performed faithfully, a motor vehicle tax is almost 
impossible to evade. But if it is neglected, partial evasion of the tax 
is hkely to become widespread. Good admmistration is as essential 
to successful motor vehicle taxation as to any other tax. 

Unfortunately, only a small minority of the states have turned the 
administration of the motor vehicle license tax over to the agency 
best fitted for it — ^the state tax commission or state revenue depart- 
ment. County officials still administer the tax in five states. In 
eleven states this function has been left with the secretary of state 
or state auditor, in another seventeen, with the state highway de- 
partment. From all reports, the state highway departments make 
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a reasonably good showing in their administration of the motor ve- 
hicle license tax, though they are not primarily equipped to be tax- 
collecting agencies. But the handling of this tax by county officials 
and by the offices of the state secretaries of state is often grossly m- 
different. Such scattered evidence as is available points to the prob- 
ability of considerable evasion of the motor vehicle license tax m the 
states where these agencies still administer it. 

MOTOR VEHICLE FUEL TAXES 

Origmally imposed as a minor supplementary levy to cover the 
factor of highway use, the motor vehicle fuel tax has become the 
major source of highway revenue in most states. The structure of 
the fuel tax is simple, and it is relatively easy to administer. 

History 

Before the motor vehicle fuel tax was considered as a state tax, it 
was proposed as an item of federal revenue. President Wilson rec- 
ommended It in 1915, and a gasolme tax, later dropped, was in- 
cluded in early drafts of the 1918 revenue bill, 

Oregon in 1919 was the first state to enact a motor vehicle fuel 
tax law. The idea was current in the legislative atmosphere, how- 
ever, and during the same year three other states — Colorado, New 
Mexico, and North Dakota — enacted such taxes. Withm the next 
few years, gasolme taxes were voted in one state after another. Ten 
years after the first motor vehicle fuel tax was levied, every state 
had one. The federal government has also superimposed a gasoline 
tax since 1932; the rate is now 1 ]^ cents per gallon. 

Three distinct developments are to be noted in the twenty-year 
history of the motor vehicle fuel tax. The earlier levies were spe- 
cifically gasolme taxes— they applied only to the sale of gasoline. 
When it was found that various motor vehicle fuels were bemg sold 
without tax, on the argument that while they were petroleum de- 
rivatives they were not specifically gasoline, the taxes in many states 
were tightened by extenffing them to other motor vehicle fuels. 

In many states the constitutional basis of the motor vehicle fuel 
tax is its character of special charge to defray highway costs. Some 
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of the early taxes, however, covered all sales of motor vehicle fuels, 
even those used for industrial or domestic purposes, for power boats, 
or for airplanes. As a consequence, some of the early motor vehicle 
fuel taxes were held to be unconstitutional In the course of the 
decade most of the states provided for the refund of taxes paid on 
motor vehicle fuel used for purposes other than highway trans- 
portation. 

Finally, the marked tendency to increase motor vehicle fuel tax 
rates should be noted. Until 1923, all but one of die motor vehicle 
fuel taxes were levied at a one cent rate. In 1923 Utah reached a 
two and one-half cent rate. In 1924, Arkansas achieved a high rate 
of four cents. A five cent rate was reached by South Carolina in 
1925. Florida, Georgia, and South Carolina mcreased the rates of 
their taxes to six cents per gallon in 1929. Florida enacted a seven 
cent tax in 1931 The persistent upward shift of gasoline tax rates 
IS indicated in Table 29. 


Table 29 


SUMMARY OF GASOLINE TAX RATES, 1919-1941 



I Indudinff Distnct of Columbia. 
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Scope 

A motor vehicle fuel tax is a special retail sales tax, collected usu- 
ally on the sales by distributing companies to service outlets, but 
alternatively collectible from service outlets selling to their custom- 
ers. Like retail sales taxes generally, it encounters few constitu. 
tional restrictions. For a while it seemed possible that the tax might 
be hampered by a recrudescence of the old “original package” doc- 
trme of interstate commerce,'* but this danger was soon elimmated. 
In clear-cut decisions, the Supreme Court held that once motor fuel 
has entered a state for disposal therein, it is subject to state taxation 
on Its sale,® storage, or use” Gasoline sold to federal agencies is 
held to be a federal instrumentality and not subject to state taxa- 
tion.^ Construction of several state constitutions compels the motor 
vehicle fuel taxes of those states to be levied solely as highway ex- 
cises, with exemption for fuel not used in highway transportation, 
and with all revenue from the tax earmarked for road construction 
or road maintenance. 

Very few states limit motor vehicle fuel taxes to gasoline. In- 
stead, the state taxes generally cover all motor fuels, kerosene ex- 
cepted; the federal “gasoline” tax is specifically extended to all 
motor fuels. Most states allow a rebate for taxes paid on motor 
fuels intended for purposes other than transportation on the public 
highways, thus emphasizing the “benefit” character of the tax. 
Lately however, in contradiction to this principle, several states have 
extended their taxes to cover gasoline utilized by airplanes, or have 
levied special supplementary taxes on aviation gasolme. 

Large-scale consumers of motor fuels— trucking companies, rail- 
roads, aviation companies, and others — ^formerly avoided state mo- 
tor fuel taxes by purchasing their supplies of fuel from distributors 
in other states. Because of the interstate commerce limitation, such 

^Askren v Continental Oil Co , 252 U S (1920) 444; Bowman t/ Continental Oil Co, 
256 U S (1921) 642 

^ Sonneborn Brothers v Cureton, 262 U S (1923) 506, 

^Eastern Air Transport Co S.auth Carolina Tax Commission, 285 U, S. (1932) 147, 
Gregg- Dyeing Co v Query, 286 U S, (1932) 472, Nashville, C & St t Railway v Wal- 
lace, 288 U S (1933) 249, Edelman v Boeing Air Transport, 288 U S (1933) 595 

^ Graves v the Texas Co , 298 U S (1936) 393 
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interstate purchases were not taxable by the seller’s state To check 
this avoidance, forty-five states have enacted gasoline “use” taxes as 
supplements to their motor vehicle fuel taxes. These “use” taxes 
apply to gasoline bought outside the taxing state for resale or use 
within Its borders. 

Rates 

In their twenty years’ history, the rates of state motor vehicle fuel 
taxes have consistently tended to rise. At present, the range is from 
two to seven cents per gallon. To these varied state taxes must be 
added the federal tax of one and one-half cents. Three-quarters of 
the states allow a deduction on the tax to cover shrinkage m the 
handling of the fuel from the time the tax is paid until its sale to 
ultimate purchasers; the amount of this rebate varies from one-half 
per cent in Virginia to four per cent in South Dakota. A few states 
also allow the distributors who originally pay the tax a small rebate 
to cover their special accountmg labors. 

Administration 

The federal motor fuel tax is imposed on gasoline distribution at 
the pomt where the business is concentrated m the fewest hands — 
the producers and importers. No matter what the subsequent chan- 
nels of distribution, the federal tax is passed on through all succes- 
sive transactions until it comes to rest finally on American motor 
fuel users. 

States cannot impose their motor fuel taxes on the conveniently 
small number of producers and importers,^ since the gasoline pro- 
duced in any state is not necessarily consumed there nor is the gaso- 
line consumed in a state necessarily produced there. The best focal 
point for the state taxes is the wholesale distributor of the motor 
fuel, and all states make him primarily responsible for motor vehi- 
cle fuel tax payments.® Practically all gasoline sold at retail in any 
state is handled by such wholesalers, they are far fewer in number 

*A sample motor vehicle fuel tax form is reproduced m Appendix G, p 847 of this 
volume. 
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than the retail service outlets, and they can legally be taxed on all 
sales made within the state. If a retailer buys his supply of motor 
fuel from a distributor operating in another state, he is either 
reached under a ‘ use” tax, or he is made responsible for the pay- 
ment of the regular gasoline tax when he makes his sales to cus- 
tomers. Motor fuel users who purchase from distributors oi retail- 
ers in other states are individually liable under “use” taxes. 

Admmistration of the motor vehicle fuel tax has been given to 
the state tax commission or department of revenue in twenty-five 
states, to the state highway department in five. In the remaining 
states the tax is collected by such diverse offices as the secretary of 
state, the state controller or auditor, the state treasurer, and the state 
department of agriculture. Although the tax is not difficult to 
admmister, with indifferent administration evasion can be consid- 
erable. Tax rebates for gasoline not used in highway vehicles pro- 
vide a broad loophole for evasion. Fillmg stations and large-scale 
consumers buy their fuel from distributors in other states, and make 
no reports for “use” taxation. Fly-by-mght distributors establish 
themselves, sell to service stations at a cut rate, and disappear with- 
out making any tax payments — only to reappear as new companies 
under new names and repeat the process. The phenomenally low 
ratios of admmistrative costs to motor fuel tax collections reported 
from states where the tax is not administered by a tax commission, 
revenue department, or highway department, are not necessarily 
indications of efficiency. More probably, they are evidence that the 
collecting agencies are merely accepting whatever revenue comes 
m voluntarily and are making no serious attempts to check the eva- 
sion which undoubtedly occurs. 

THEORETICAL CONSIDERATIONS 

Since the motor vehicle fuel tax is a pure form of specific com- 
modity tax, most of the discussion of the theory of commodity taxa- 
tion m the preceding chapter is directly applicable. But the motor 
fuel tax does raise several special and interesting questions in dis- 
tributive theory. As for the motor vehicle license tax, it cannot be 
classified with any other group of taxes, but because of its close con- 
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nection with the motor vehicle fuel tax, its theoretical principles can 
be most conveniently considered in connection with that tax. 

Incidence 

Motor fuel is a commodity for which demand, within the limits 
affected by the rates of the present gasolme taxes, is relatively in- 
elastic. Under the rules of commodity tax mcidence previously dis- 
cussed,® the motor vehicle fuel tax, whether paid by wholesale dis- 
tributors or by retail filling stations, is shifted practically m its 
entirety to gasolme users. To facilitate full and exact shifting, and 
to emphasize the point that the tax is mtended to rest on gasoline 
users and not on gasoline sellers, most states require fillmg stations 
to post separately the tax per,gallon and the net price per gallon of 
the motor fuel. 

When taxed fuel is used to propel private cars, there is no pos- 
sibility of further tax shiftmg, smce there are no business relations 
to make this possible. The tax on fuel used by commercial vehi- 
cles IS probably shifted in part, smce all business enterprises making 
automobile deliveries must pay a similar tax on their consumption 
of motor vehicle fuel. But the lack of uniform relation between 
the use of motor vehicle fuel and the gross receipts of the concerns 
employing motor vehicles, makes it improbable that the tax on fuel 
consumed by commercial vehicles is entirely shifted. A more uni- 
form shifting of the motor vehicle fuel tax is probable in the case 
of motor vehicle common carriers, inasmuch as their consumption 
of taxed motor vehicle fuels is somewhat related to their gross 
receipts. 

As in the case of the motor vehicle fuel tax and for the same 
reasons, the motor vehicle license tax on private cars cannot be 
shifted, while that on commercial cars may be more or less shifted. 
Gross receipts license taxes, mileage, passenger mileage, and ton 
mileage taxes on the motor vehicles ’of common carrier compames 
are probably generally shifted, since each of these bases bears a 
fairly consistent relationship to the gross receipts of these compames. 


See pp. 234 jff» o£ this volume 
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Distributive considerations 

The motor vehicle license tax and the motor vehicle fuel tax are 
the supreme modern examples of taxes levied under the “benefit” 
theory of taxation. Motor vehicle owners derive special individual 
benefit from the construction and maintenance of motor highways. 
By means of the two highway taxes, they are compelled to defray 
in some states part, in other states all, of tlie cost of building and 
mamtenance. How influenced legislators have been by the “bene- 
fit” doctrine of taxation m this respect is mdicated by the preamble 
to the origmal Delaware motor vehicle fuel tax, which stated that; 

the present system of charging license fees for the regulation of 
motor vehicles was designed in part to equalize the burden of 
constructing, reconstructing and maintaining the public roads 
and highways of the State of Delaware by imposing said burden 
on those deriving special benefit; it is deemed that there is a 
direct relation between the use of highways by motor vehicles 
and the quantity of motor vehicle fuel consumed in furnishing 
the motive power thereof; it is considered and deemed that a 
tax levied upon each gallon of motor vehicle fuel purchased for 
use of motor vehicles is equivalent to, and in its practical effect 
IS a license tax upon the motor vehicle itself.^ 

Many state legislatures, it is clear from a study of the various 
motor vehicle license taxes, have not been able to decide whether 
they are taxing according to the “cost-of-service” doctrine, or ac- 
cording to the “value-of-service” doctrine. When motor vehicles 
having solid or metal tires are taxed more heavily than those having 
pneumatic tues, the legislators clearly have in mmd the greater 
destruction of roadbeds and surfacing caused by solid or metal tires. 
The “solid-tire discrimination” in motor vehicle license taxes is an 
example of “cost-of-service” taxation. When commercial vehicles 
are cWged more than privately owned vehicles of the same size 
and capacity, it is probable that “value-of-service” is the principle 
behind the discrimination. And some legislatures seek further sup- 
port for highway taxes under the “ability” doctrine, by levying 
motor vehicle license taxes based on value. 


Delaware Smutest 1923* Ch 14. 
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Motor vehicle fuel taxes are also defended by both the “cost-of- 
service” and “value-of-service” doctrines. Gasoline consumption by 
automobiles is related to the mileage they travel and to the weight 
and motor power of the vehicle. It has been argued on the one 
hand that an automobile damages the highways over which it trav- 
els in proportion to the distance it covers and its weight and power, 
so that a motor vehicle fuel tax prorates costs of constructing and 
maintaining motor highways among those who necessitate the con- 
struction and repair. On the other hand, it has also been argued 
that the presence of state-built highways benefits automobile own- 
ers more or less in proportion to the mileage they travel and to the 
weight and power of their cars. Accordmg to this second argu- 
mentj a motor vehicle fuel tax distributes highway cost pro rata to 
the benefit which different mdividuals derive from the existence of 
motor highways. 

At first sight it may appear that the shiftmg of motor vehicle 
license and fuel taxes on commercial and common carrier vehicles 
destroys the durect application of the “benefit” theory It may be 
argued, however, that the customers of business concerns using mo- 
tor vehicles benefit from the existence of public highways through 
better delivery service and lower delivery costs. In shifting the tax 
to their customers, therefore, business concerns originally subject to 
highway taxes are shifting them to those mdividuals who derive 
the ultimate benefit from the use of the highways by commercial 
vehicles. 

Highway taxes in relation to highway costs 

According to “cost-of-service” theory, motor vehicle owners 
should pay, through highway taxes, all the costs of highway con- 
struction and maintenance for which automobile traffic is respon- 
sible. Most students of highway finance accept this view, and many 
have sought to compute the proportion of highway costs attribu- 
table to automobile traffic and the proportion attributable to other 
traffic, as a first step in calculating the revenue which the states 
should raise from highway taxes. In general all agree that the en- 
tire cost of state motor highways, and some share of the cost of local 
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roads and arterial city streets, should be covered by such taxation/' 

This conclusion is none too welcome to the American Automo- 
bile Chamber of Commerce and other automobile interests. They 
argue, in protest, that besides specifically benefiting automobile 
owners, motor highways confer a general social benefit upon the 
population by providing greater facilities for travel and commu- 
nication. Holdings of neighboring property owners are m many 
instances greatly enhanced m value by the creation of motor high- 
ways. According to the automobile interests, a considerable pro- 
portion of motor highway costs should be financed out of general 
tax revenues. 

Quite naturally, railroad interests would like to see their motor 
transport competitors hampered by high tax costs Spokesmen for 
the railroads suggest that highway taxes may be based on “ability” 
prmciples just as well as upon “benefit” doctrines. Ownership of 
passenger cars is spread more widely and approximates the distri- 
bution of wealth and mcome more closely than does ownership of 
real property; hence there is a better argument for raising general 
revenues from highway taxes than from property taxes. And the 
motor-transport aspect of business is no more unreasonable than the 
property-ownership aspect as a basis for business taxation If, ac- 
cordmg to the railroad spokesmen, highway taxes be considered a 
source of general tax revenue, the rates of gasolme and auto-regis- 
tration taxes can be raised far higher than is necessary merely to 
produce revenue sufficient for highway costs; the surplus revenue 
can be used for state general fund purposes. 

During the early 1920’ s, the revenue derived from highway taxes 
fell far short of covering motor highway maintenance costs and 
highway debt service. I nfl uenced by fiscal considerations rather 
fban any conclusions of the tax theorists, the state legislatures con- 
tinued to vote ever higher motor vehicle registration and gasolme 

tax rates. By 1930, accordmg to a later survey,'^ highway tax rev- 

% 

^^Sec Harold G Moulton and associates, The American Transportation Problem (Brook- 
ings Institution, Washington, 1933), p 556; ^'Urgent Problems of Motor Vehicle and 
Related Taxation” (committee report), Proceedings of the Tweniy-Seventh National Tax 
Association Conference, 1934, p. 274» 

^ Moulton and associates, op. at , pp. 547 B 
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enues more than covered state and local highway maintenance and 
amortization costs 

“Diversion" of highway tax revenues 

Influenced by “benefit” doctrines, most state legislatures at an 
early date earmarked the receipts from auto registration and motor 
vehicle fuel taxes to special “highway funds,” from which were 
made all payments for state highway construction and maintenance 
and for state highway aid to local governments. Since the highway 
taxes rarely produced enough revenue to cover highway expendi- 
tures, additional annual appropriations were made from the states’ 
“general funds” to their “highway funds.” 

Recently, to further budgetary control, some states have ended 
this earmarkmg of highway taxes, and have directed their payment 
into the “general funds.” In these states, appropriations are made 
to the state highway departments like any other departments, and 
the expenditures of the highway departments are paid out of the 
states’ “general funds.” Automobile interests claim that this is “di- 
version” of highway taxes from their proper function, and protest 
bitterly. 

So long as a state and its local governments are spending more 
on motor highways than is produced by highway taxes, it is ridicu- 
lous to call “general fund” handling of highway taxes “diversion.” 
The only alteration effected is one of accountmg routme. No modi- 
fication of highway construction and mamtenance programs is nec- 
essarily involved, nor are highway tax rates in any way affected. 
But m some of these states, highway expenditures were so cut dur- 
ing the depression that they fell below the level of receipts from 
highway taxes. Some highway tax revenue was definitely used for 
other than highway purposes— was really “diverted,” accordmg to the 
automobile interests. If these taxes had remained earmarked to the 
state “highway funds,” this could not have happened. Extra appro- 
priations to the state “highway funds” might have been cut or even 
eliminated, but the highway departments would have had the full 
amount of the highway taxes for their budgets. 

Whether or not this true “diversion” of highway tax revenues 
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to other purposes is to be criticized depends on the theoretical view 
taken of the highway taxes. If they are considered an exceptional 
type of “benefit ’ levy, then the “diversion” is reprehensible. But if 
the auto registration tax and motor vehicle fuel tax are accepted as 
merely two more methods of obtaming tax revenue, to be judged 
by the same standards as any other tax, the charge of “diversion” 
becomes meaningless. 

Florida earmarks all motor vehicle license tax revenue to its 
school fund. Florida, Georgia, and several other states devote part 
of their motor vehicle fuel tax receipts to school purposes. And 
during the 1930’s several states earmarked part of their fuel tax rev- 
enue to rehef expenditures. No more stupid arrangement could be 
imagined. To begin with, any earmarkmg of revenue is bad, be- 
cause it breaks down budgetary control. Earmarking highway rev- 
enues to a “highway fund” receives some slight justification from 
the popular association of the taxes and the expenditures in ques- 
tion, and probably soothes resentment against the highway taxes. 
But when an automobile registration tax or a motor vehicle fuel tax 
is earmarked to school or relief expenditure, every disadvantage of 
earmarking is incurred, without a single compensating advantage. 



CHAPTER XXIV 


Non-Tax Revenues 

The five to ten per cent o£ American governmental revenue not 
derived from taxation comes from many diverse sources — from sales 
of certam types of capital property, from investment profits, divi- 
dends and mterest, from the federal government’s coinage right, 
from expropriation powers, from fines and penalties, from gifts, 
from fees, and from special assessments. Problems raised by these 
mmor sources of revenue are perhaps not so crucial as those raised 
by taxation, because the sums involved are not so important. But 
problems there are, many and varied, that deserve consideration by 
students of Public Finance. 

CLASSIFICATION OF NON-TAX REVENUES 

Practically every writer who has touched upon the subject of gov- 
ernmental revenues has propounded his own classification. Which 
is as It should be, for classification- of some sort is a necessary first 
step to analysis. As in the case of expenditure classifications, rev- 
enue classifications are useful tools for students in the field of Pub- 
lic Finance. But the use of each classification is likely to be limited 
fairly closely to the particular Ime of analysis for which it was con- 
structed. Any absolute, all-purpose classification of governmental 
revenues is almost a contradiction in terms. 

One classification of governmental revenues frequently proposed 
is the “historical.” The basis of this classification is the theory that 
a parallel development in governmental revenues has occurred for 
all, or at least most, states. Under this classification, first place is 
given to gifts, second place to subsidies and tnbute, third place to 
the sovereign prerogatives of fines, coinage, escheat, wreck, and so 
forth, fourth place to forced contributions of personal services for 

speci‘*»'4 objects (such as road labor), fifth place to indirect taxa- 
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tion, and final place to direct taxation It should be noted that the 
assumption of uniformity m the historical development of public 
revenues which underlies this classification is open to serious ques- 
tion. Furthermore, this classification is of little assistance in study- 
ing present tax systems. 

A second classification of governmental revenues has been de- 
scribed as “administrative.” It separates from other current rev- 
enues, the revenues from public utilities and from taxation. Its 
virtue IS that it permits independent study of the finances of public 
utilities to determme whether they are self-sustaining Its disad- 
vantage IS that it lumps together many diverse sources of revenue 
under the heading “miscellaneous,” preventing an analysis of simi- 
larities and dissimilarities m the characters and effects of these vari- 
ous Items of governmental revenue. 

A third classification of governmental revenues is called “causal ” 
It divides all revenues mto three classes — gratuitous, contractual, 
and compulsory. The first class covers only gifts. The second in- 
cludes sales of the public domam and the mcome from public utili- 
ties. The third class encompasses all other forms of current revenue, 
mcluding expropriation under the power of eminent domam, fines 
and penalties, fees and license charges, special assessments, and 
taxes. This classification also has the disadvantage of grouping 
together diverse elements of current revenue which, though they 
have one common attribute — the compulsory nature of the relation- 
ship between the government receivmg the revenue and the indi- 
vidual paying it — are otherwise, in their characters and effects, 
grossly dissimilar. 

Still a fourth classification goes by the name “functional.” This 
classification of governmental revenues is related to the “functional” 
classification of governmental expenditures according to whether 
they confer a private benefit on individuals or a general social bene- 
fit. The “functional” classification of current revenues divides them 
into: (1) prices for public utility services, (2) fees, license charges, 
and special assessments which may be levied when a governmental 
activity confers a special benefit on particular individuals as well as 
a general social benefit, and (3) all other forms of governmental 
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Table 30 

FEDERAL, STATE, AND LOCAL NON-TAX COLLECTIONS 
(Amounts in millions) 


Items 

Federal ^ 

State 2 

Counties ® 

Profits of enterprises 

Interest 

Rents and royalties 

$ 60 
17 6 
24 5 

$ 52 7 
94 5 
25 9 

$ 3 

} 19.1 

Total investment revenues 

$ 48 1 

$173 1 

$ 19 4 

Fees and other charges 

Special assessments 

$ 17 0 

$186 4 

1 8 

$ 89 0 
321 

Total special charges 

$ 17 0 

$188 2 

$121 1 

Coinage right 

Fines, forfeits, and escheats 

Gratuities 

$ 97 7 
59 
27 

$ 86 
10 3 

$ 10 3 

Total sovereign revenues 

$106 3 

$ 18 9 

$ 10 3 

Total non-tax revenues 

Tax revenues 

$171 4 
$5,659 5 

$380 2 
$3,594 9 

$150 8 
$1,020 8 


Items 

Munici- 
palities ® 

School 
Districts ^ 

All 

others ® 

Profits of enterprises 

Interest 

Rents and royalties 

$2041 
} 1310 

$ 10 6 

$ 13.8 

74 

Total investment revenues 

$335.1 

$ 10 6 

$ 212 

Fees and other charges 

Special assessments 

$ 87.4 
226 4 

$ 63.5 

$ 17 3 
36 5 

Total special charges 

$313 8 

$ 63 5 

$ 53 8 

Coinage right 

Fines, forfeits, and escheats . 
Gratuities 

$19.4 

$ 1 

$‘ 

7 

Total sovereign revenues 

$ 19 4 

$ .1 

$ 

.7 

Total non-tax revenues . . 

Tax revenues . , . . 

$668 3 
$2,251.3 

$74 2 
$1,1210 

$75 7 
$322 7 


^ Fiscal year 1940 * Hscal year 1938. ’ Fiscal year 1932, 


Derived from United States Secretairy of the Treasury, Annual Report^ 1940, Table 1. United States 
Bureau of the Census, Ftnancutl Statistics of States ^ 1938, and Ptnanaal Siatisitcs of State and Local 
Goivernments, 1932 
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revenue which can properly be expended upon governmental activi- 
ties conferring a general social benefit. This classification, like the 
two preceding, lumps into»one category many items of current gov- 
ernmental revenue which have little or no resemblance to each 
other. 

None of these classifications creates quite the right background 
for the discussion of American non-tax revenues which follows. So, 
with due apologies, still another variant is added to the already long 
list of revenue classifications: 

1. Commercial revenues: 

a. Disposal of the public domain and other properties 

b. Investment mcome. 

1 . Profits of enterprises 
11 Interest on investments 
111 , Interest on deposits 
iv. Rents and royalties 

c. Lotteries 

2. Charges for special governmental services: 

a. Service fees 

b. License fees 

c. Special assessments and excess condemnations 

3 Sovereign revenues: 

a Tribute or subsidy 

b. Coinage right 

c. Expropriation and escheat 

d. Fines, penalties, and forfeitures 

e. Gratuities 

Table 30 indicates the relative importance of these non-tax items in 
the revenue systems of some of the American governments, 

DISPOSAL OF THE PUBLIC DOMAIN AND 
OTHER PROPERTIES 

By the public domain is meant that land which governments own 
in fee. Local governments generally use their land for building 
sites, parks, and streets. Much of the land owned by the federal 
and state governments, on the contrary, is waste or unoccupied 
land, though often of great value for agricultural, lumbering, or 
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mining purposes. This land is free of governmental buildings and 
IS not used in connection with any governmental activities. The 
federal and state governments can sell or otherwise dispose of these 
land holdings without curtailing any of their regular functions. 
From the sale and lease of parts of the federal domain the federal 
government has obtained over $100,000,000 in the past hundred and 
fifty years State governments, with a smaller land area at their 
disposal but actuated by more purely fiscal motives than the federal 
government, have derived as much, if not more, revenue from the 
sale of state domains 

Issues of public domain disposal 

Into the problem of the disposal of the public domain enter con- 
siderations not purely fiscal. Openhanded disposal of public lands 
encourages settlement and national development. Restricted dis- 
posal permits conservation and public control of natural resources. 
These factors are of supreme social importance and, rather than the 
purely fiscal issue of obtaming or foregoing an item of revenue, 
must be the basis for decidmg questions of the disposal of the pub- 
lic domain. Gratuitous distribution of the public domam to en- 
courage the exploitation of these lands by farming, mining, or 
lumbering, leads to heavy production of cheap raw materials and 
hence to rapid national development as long as that policy contin- 
ues, but it puts little or no revenue into the government treasury. 
A policy of conservation, on the contrary, permits of a revenue from 
the public domain, either through direct sale at market prices or 
through rentmg and leasing rights in the property. 

Disposal of the federal domain 

By cession from the states, by occupation, conquest, and purchase, 
the federal government acquired 2,484,220 square miles of territory 
in continental America between 1781 and 1867. The Northwest 
Territory, ceded by the states to the federal government between 
1781 and 1802, was the first federal land acquisition. This was fol- 
lowed by the purchase of the Louisiana Territory from France in 
1803, the purchase of Florida from Spain in 1819, the cession of 
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Indian Territory by Texas in 1845, the acquisition of Oregon Terri- 
tory by occupation and by treaty with England in 1846, the acqui- 
sition of southwestern United States by conquest and purchase from 
Mexico in 1848, the Gadsden Purchase m 1853, and the purchase of 
Alaska from Russia in 1867. Except for such private properties as 
had already been established upon it, this domain belonged to the 
federal government in fee. It could be sold or given away, with or 
without conditions. 

Congress was at Erst inclined to treat this property as a private 
domain owned by the government, and on this basis sold parcels of 
land m the Northwest Territory to mdividuals and land companies 
for the best price obtainable, usmg the proceeds to retire the na- 
tional debt. This policy proved abortive, and in the Land Acts of 
1796 and 1800 Congress provided for sales of small parcels of land 
on credit to individual settlers Between 1796 and 1820, $27,663,964 
was obtamed from such sales The system of credit sales seemed 
likely to force the federal government into the role of dunning 
creditor, and in 1820 all land sales w'ere placed on a cash basis. For' 
forty years, these sales were a lucrative source of federal revenue; 
m the boom years 1835 and 1836 land sale receipts were respectively 
$15,000,000 and $25,000,000. 

Public policy was given precedence over fiscal policy in the 
Homestead Act of 1862, which provided for free acquisition of 
land by settlement and cultivation. Unfortunately, the Homestead 
Act permitted “commutation” — settlement and cultivation require- 
ments might be avoided by purchase of the land at $1.25 or $2.50 
an acre. Furthermore, purchases at $1.25 per acre could still be 
made, until 1879, under the Land Act of 1841. Taking advantage 
of this loophole, mining and lumber companies obtained title to 
immense areas of valuable timber and mineral lands by “dummy” 
homestead entries. Large arable tracts were engrossed by specu- 
lators, to the detriment of true settlers. From 1881 to 1904, it is 
estimated, nearly one-quarter of the public domain transferred to 
private ownership under the Homestead Act was obtained by com- 
mutation, and the federal Treasury received irom $2,000,000 to 
$12,000,000 a year from land sales. 
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Table 31 

FEDERAL LAND ACTS, 1785-1934 


Land Act 

Mini- 

mum 

Acre 

Allot- 

ment 

Mini- 

mum 

Acre 

Price 

Terms of Payment 

Ordinance of 1785 

640 

$1 00 

Cash or debt certificates cal- 
culated at specie value. 

Land Act of 1796 

640 

200 

One-twentieth of purchase 
price paid immediately, 
balance in four annual in- 
stalments 

Land Act of 1800 

320 

200 

Liberal credit Payment in 
specie or government 
bonds 

Cash. 

Land Act of 1820 
Preemption Act of 

80 

125 

1841 

Homestead Act of 

160 

125 

Cash. Settlers on land had 
first right to purc|iase 

1862 

Timber and Stone Act 

160 

free 

Title confirmed after five 
years* settlement and cul- 
tivation of the land 

of 1878 

160 

2 50 

Mineral and timber land to 
be sold at appraised value 

Land Act of 1909 

Land Act of 1912 , 

320 

free 

1 

Dry farming land, same terms 
as Homestead Act 
Five-year Homestead Act 
term reduced to three years 

Land Act of 1916 
Proclamation of 1934. 

640 

free 

1 

Cattle land patents. 

No further grants 


Besides the major purpose of settlement, the federal government 
has in the past utilized the national domam for certain special ends. 
Land allotments were given to soldiers as service bonuses during 
the Revolutionary War, the War of 1812, and the Mexican War; 
over 61,000,000 acres had been so distributed by 1880. Such lands 
were granted by tfansferable warrants, and m practice the result 
was land speculation rather than actual settlement by soldiers. Fur- 
thermore, in the interest of mternal improvements, private corpo- 
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rations and the states received liberal grants throughout the nine- 
teenth century. During the early years, some 10,000,000 acres were 
granted to assist the construction of wagon roads and canals and to 
encourage river improvement. The third quarter of the century 
saw princely grants in aid of railroad construction, reaching the 
staggering total of 129,000,000 acres. Federal grants to the states 
were frequently regranted by them to aid internal improvement. 
Over 64,000,000 acres of swamp land were donated to the states on 
condition that they be drained and improved. 

One of the earliest and most enduring elements of federal land 
policy was the provision for the support of education by land grant. 
In every township created out of the federal domain, four sections 
were set aside as “school lands,” and the proceeds from their sale 
were reserved as a local school fund. All but eighteen states^ re- 
ceived school grants from the federal domain. In 1862 Congress 
voted each state 30,000 acres of federal land per congressman, the 
proceeds from the sale of these lands to be devoted to establishing 
agricultural colleges. Special grants were made for the support of 
state universities and in some cases private universities. In all, the 
federal government donated over 115,000,000 acres to the further- 
ance of public education. 

There was never any reason why the federal government should 
have freely disposed of its timber and mineral lands. On the con- 
trary, all the logic of economics pointed to the desirability of mam- 
taming some element of control over timber and mineral exploita- 
tion by retaining title to such lands. Nevertheless, millions of acres 
of supremely valuable mineral ,and timber land passed from na- 
tional to private ownership at nominal prices. Not until 1891 were 
public lands classified with a view to reserving timber property 
from occupation under homestead claims and no withdrawals un- 
der this act were made until the 1900’s — ^by then the best part of our 
forest lands had been lost to the nation. Coal lands and lands 
known or believed to contain mineral deposits were not withdrawn 


^The original thirteen states together with Kentucky, Maine, Texas, Yermont, and West 
Virginia, )vhich wer? Uof fojnjpd ont of the federal domain. 
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from private acquisition until 1905 — and by then most of our tre- 
mendous mineral reserves had become private possessions 

Although the “conservation movement” of the 1900’s closed the 
stable door after most of the best horses had been stolen, the min- 
eral resources saved to the nation are not inconsiderable The 
mineral areas of the remaining domam are estimated to contam 
200,000,000,000 tons of coal, 8,000,000,000 tons of phosphate, an un- 
calculated tonnage of potash, sixty-five developed oil and gas fields, 
and deposits of oil shale from which some 60,000,000,000 barrels of 
oil can be obtained. Potential water power on federal lands has 
been calculated at 18,000,000 horsepower — more than the total at 
present developed and used. These natural resources are not alone 
a national heritage to be preserved from spoliation; they represent 
an important potential source of federal revenue. Royalties on lum- 
bermg and mming patents already yield $8,000,000 to $10,000,000 
yearly revenue, and m the future, when these federal timber and 
mmeral reserves will be even more valuable, this royalty revenue 
may be many times larger. 

After a hundred and fifty years of alienation of the public do- 
main, a reverse tide has recently set in. Not only is the federal 
government holding fast to the 400,000,000 acres of public domain 
remaining to it, but it is adding slightly to its holdings by buying 
in or leasing, as an element in the national program of soil conser- 
vation, submarginal farm lands. Worse than worthless today, much 
of this land can perhaps be rehabilitated over a long period. 

Disposal of the state domains 

The thirty states organized out of federal territory did not have 
title to the unoccupied land within their boundaries. Rather, the 
unoccupied land was part of the federal domam, and from it the 
federal government made grants to the states. For forty years after 
1841, each new state entermg the Union received a welcome gift of 
a half million acres of public land. Grants- of land in the interest 
of education were grants to the state governments. Nearly 65,000,- 
000 acres passed into state control through swamp land grants. 
Each state thus acquired an extensive state domain. 
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Most of the states recklessly squandered their domains. School 
lands, intended for a basic support of state school systems, were sold 
for a song. To be sure, receipts from such sales were usually placed 
in “school funds,” but all too frequently the state treasuries imme- 
diately borrowed the cash resources of these school funds, often to 
finance current expenditures. In return the state governments ac- 
knowledged “permanent debts” in favor of their school funds. A 
few states, among them Mmnesota, Montana, and Texas, have 
by careful sales of their school lands accumulated valuable school 
funds, but these states are exceptions. State receipts from sales of 
public land are now fiscally unimportant. 

Like the federal government, some of the states have belatedly 
begun to rebuild their domains. Large areas of land reverted to 
state and local governments durmg the 1929-33 depression through 
tax delinquencies. In New York, Massachusetts, Wisconsin, and 
some other states, the governmental units acquiring such reverted 
lands are empowered to convert them into forest preserves and public 
parks. But m many states legal provision is lacking to give the gov- 
ernmental units clear title. Willy-nilly the reverted land must be 
restored to private exploitation irrespective of its possibilities of 
sound economic exploitation, or it must rest suspended in an unsat- 
isfactory no-man’s-land between public domain and private prop- 
erty. Fortunately, legislation has been passed in some states to give 
title to the governmental bodies concerned. 

Disposal of other government property 

Governments often find on their hands stores of worn-out or 
obsolete equipment which has a sale value, even if only as junk. 
The sale of such material brmgs in a small stream of current gov- 
ernniental revenue. Occasionally, as when the federal government 
sold off its excess military supplies after World War I, or when 
it sold Shipping Board vessels durmg the 1920’s, this sales revenue 
may reach a substantial figure. Such revenues do not usually go 
into the general governmental treasury, but are earmarked to the 
department or bureau to which the materials originally belonged. 
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INVESTMENT INCOME 

Policy or accident may make a government an investor and pro- 
vide It with an investment income. If it operates an enterprise on 
Its own behalf, and if the gross income of this enterprise exceeds the 
expenses associated with it, the resultant profit is a revenue item for 
the government. If the enterprise is operated under independent 
corporate structure, with the government providmg all or part of 
the capital, as m the case of the Panama Railroad, profits will not be 
covered currently into the government treasury, but will be paid 
periodically as dividends or accumulate as corporate surplus. 
Where the government mvestment is in the form of a loan, long- 
or short-term, to a public or quasi-public enterprise or to certain 
lines of private business, the return will take the form of interest. 
And finally, a government may collect rents or royalties by leasmg 
out properties which it owns. 

Enterprise profits and dividends 

Problems and issues of government enterprises were discussed at 
length in Chapter VII, and it suffices here to repeat that profit is not 
an mdispensable requirement of government enterprise operation. 
Their justification lies in service, the element of profit is incidental. 
Some few have been or are a heavy cost to the governments b ehin d 
them. Most, apparently, cover their operating expenses adequately. 
The confused bases on which their accounts are reported leave it 
uncertain whether, in addition, they also cover depreciation and 
obsolescence allowances and interest on the capital mvested; the 
profits they report are probably largely illusory. And occasional 
“taxless towns” deliberately operate their water systems or electric 
power plants to produce a broad margin of true profit. 

As indicated in Chapter VII, the federal government normally 
earns no profit on its two principal enterprises — ^the postal system 
and the Panama Canal. War emergency enterprises were loss ven- 
tures from the outset. Investments in the Panama Railroad, the 
federal home loan banks, and the federal savings and loan associa- 
tions are earning dividends. Whether the Pthej: credit enterprises 
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of the federal government will yield dividends or involve the Treas- 
ury m capital losses remains for the future to show; as of June 
1941, HOLC, Commodity Credit Corporation, U. S Housing Au- 
thority, and the production credit corporations reported net defi- 
cits on their capital accounts, all the other federal corporations, 
surpluses. 

State enterprises, as previously indicated, show little profit, except 
for the liquor monopolies. From the latter, sixteen state govern- 
ments obtamed over |50,000,000 m 1938. The enterprises of the 
larger cities operated generally at a deficit in 1938, in contrast to 
the $200,000,000 profit reported for all municipalities in 1932. With 
the exception of the liquor monopolies, the generalization can be 
made that state and local enterprises for the most part are not a 
source of mcome for the governments that operate them. 

Interest on investments 

Between April 1917 and November 1920, the United States lent 
its war allies $9,500,000,000. Within the next year or two, most of 
the debtor governments fell into default both as to mterest and m- 
stalments of prmcipal, and were insisting on refunding arrange- 
ments at milder terms than the original loan contracts. As finally 
negotiated, the refundmg agreements established a total foreign 
debt to the United States of $11,700,000,000, covering original prm- 
cipal and accrued mterest to the date of refunding. Interest rates 
for the future were graduated — lower for the near future than for 
later years when, it was anticipated, ability to pay would be greater. 
The more msistent bargainers among the debtor governments won 
big concessions in interest rates; the agreement with Italy provided 
for an average rate of four-tenths per cent, the Yugoslav agreement 
for a one per cent rate, and the French arrangement for a 1.6 per 
cent rate, while England and most of the other debtors were to pay 
3.3 per cent. 

Before the funding agreements had all been negotiated, various 
of the debtor countries had already paid $670,000,000 in interest. 
They paid another $1,300,000,000 after funding until the Hoover 
moratorium of 1931. With the exception of modest payments by 
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Finland and Greece, interest payments on the foreign debt ceased 
with 1931. Most of the debtor governments continued to acknowl- 
edge their obligations and expressed a willmgness to pay “when, as, 
and if.” 

Durmg the past half decade, the federal government has lent im- 
mense sums to domestic mterests. In 1929 federal funds established 
a 1500,000,000 revolvmg fund to cover loans to farm cooperatives 
When the system of banks for cooperatives was established in 1933, 
that fund was closed out. The federal government still has out- 
standing substantial direct loans to farmers for seed and for relief m 
stricken areas which bring m a moderate interest. And the Treas- 
ury receives interest on its holdings of RFC notes. 

With the exception of the Dakotas, the state governments have no 
loans outstandmg on which they receive interest Indeed, most 
state governments and practically all local governments are forbid- 
den by state constitutional provision to extend their credit in aid of 
any outside enterprises. But most state and local governments 
mamtain smking funds for the retirement of their funded bond 
issues,^ or are charged with public funds for charitable or other 
public purposes. These funds are invested in interest-yielding securi- 
ties. As of 1938, state governments were receiving over $90,000,000 
of interest annually, of which a major part was attributable to m- 
vestments. Municipalities receive between $60,000,000 and $80,000,- 
000 of mvestment mterest annually. The usual practice is to invest 
all or a large part of such funds m the debt issues of the govern- 
mental unit maintammg the fund. Consequently, the mterest cred- 
ited to these funds does not always represent a net receipt from out- 
side sources, but rather is a bookkeepmg transfer of governmental 
funds from one account to another. 

Interest on deposits 

Exact correspondence between the independent rhythms of a gov- 
ernment’s flow of mcome and its flow of expenditures is impossible. 
Unless a government operates on the basis of a permanent surplus 
balance or deficit balance, there are periods m the fiscal year when 


2 See p 677 of this volume 
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It must borrow on a short-term basis, and there are other periods 
when It has substantial funds on hand. Cash balances are kept on 
deposit m commercial banks Formerly, banks were mclmed to 
look upon these deposits as political plums, and paid no interest 
upon them, particularly when they were made by local govern- 
ments. During the prosperous 1920’s, when state and local bank 
deposits were exceptionally large, the principle was generally estab- 
lished that these deposits should earn interest. In a number of states 
the point was embodied m legislation Before depression reduced 
both deposits and mterest rates, the state governments and cities 
with populations over 30,000 were receiving from |30, 000,000 to 
140,000,000 a year from this source. 

Even in periods of deficit financing, the federal government tra- 
ditionally maintams a large working “cash balance.” A small part 
of this balance is deposited with the federal reserve banks, most of 
It with several thousand commercial banks.* From 1913 to 1933, 
2 per cent mterest was paid on all federal deposits; in 1930 this item 
amounted to over $3,000,000. When the Banking Act of 1933 for- 
bade federal reserve member banks to pay interest on demand de- 
posits, the Treasury waived interest on its own accounts. 

Rents and royalties 

Until recent years, rents were generally ignored as a source of gov- 
ernmental revenue. Sinking funds and public trust funds might 
be invested partly m rent-producing properties, but such rent was 
hardly a direct current revenue of governments themselves. Docks 
and wharves were city property in a few of the larger seaboard 
cities, and New York, Philadelphia, and Boston received several mil- 
lion dollars annually m rents from this source, but these were excep- 
tional cases. Construction companies were allowed free use of the 
streets — city property — ^for stormg their materials during the con- 
struction of buildings Banks, stores, and business houses built ex- 
tensive vaults under city streets, under permit of course, but without 
charge. Under the pressure of revenue needs during the 1920’s local 
governments carefully examined all phases of their governmental 


3 See p 128 of this volume. 
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activity to seek out additional sources of revenue. Many ended the 
free granting of street privileges, and charged rental. Cities with 
populations over 30,000 derived $24,000,000 from rent on such street 
privileges m 1930; Chicago alone received $6,508,090. 

State governments ordmarily have little rentable property. In the 
Dakotas, however, foreclosure on state farm loans ^ has made the 
state governments landlords of many farms operated by tenants. 
Total state rents in 1938 amounted to $27,000,000. 

Federal receipts from rented buildings and facilities are trifling. 
But contained in the reserved federal domain are valuable mmera] 
and oil deposits, timber stands, and water-power sites.® While most 
of these are being held m reserve for the future, some are currently 
leased for private exploitation. In 1927 mining royalties under these 
leases amounted to $6,700,000, oil and gas royalties to $11,300,000, 
and timber royalties to $5,200,000. Current receipts from these 
sources are considerably lower. 

GOVERNMENT MONOPOLIES AND LOTTERIES 

Government monopolies and lotteries are not uncommon features 
m the revenue systems of several foreign countries. Government 
monopolies have never had any place m American public finance. 
During the nineteenth century, Louisiana and one or two other 
states sought to .develop state lotteries. The principle of government 
lotteries proved repulsive to the American conscience, and the proj- 
ects were dropped. State and municipal lottery projects were fre- 
quently discussed during the Depression, but the subject did not 
progress beyond the discussion stage.® 

SERVICE AND LICENSE FEES 

As was mdicated in Chapters II and XIV the primary benefit 
derived from governmental activities is general and public, and 

^ See p 191 of this volume 
5 Sec p 600 of this volume. 

* See Tax Policy League, Tax Btts, Vol I, No, 12, October? 1934, 

7 See pp 34 and 283 of thi§ volumef 
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cannot be apportioned among individuals But supplementary m- 
dividual benefits attach to many of these functions Thus juries 
are provided for litigants as part of the general judicial system — 
but each jury helps decide a dispute between particular sets of 
litigants. Or, a governmental unit may be compelled to undertake 
a regulatory function to protect the community against the short- 
commgs of some particular set of individuals. For example, a 
municipality must mcur the expense of periodically inspecting 
barber shops because, in the absence of such inspection, some barbers 
would not mamtain minimum public health standards m their 
establishments. 

What could be more reasonable than the assessment of some 
part of the cost of a governmental function to individuals who 
derive special supplementary benefits from it, or who occasion the 
functions? For many functions, of course, the individuals who 
derive supplementary individual benefits or who occasion the ac- 
tivity cannot be isolated from the general public There is no 
means by which the federal Department of Commerce can deter- 
mine the particular business firms which profit by its reports on 
foreign markets for American products. And then, for many 
“social” functions of government, the individuals who derive a 
particularized benefit are manifestly unable to pay for it — their 
very poverty gives rise to the function. But very often, the special 
beneficiaries or the people who necessitate a function can be readily 
identified — or can be made to identify themselves by the require- 
ment of a license — and a special charge can be imposed. A litigant 
can be required to pay a service fee for filing each legal document 
essential to his case and for the jury which sits on the issue. A 
fisherman who benefits from a state’s fish-protective and fish-stock- 
mg expenditures can be made to pay a license fee. So can a barber 
whose occupation necessitates a municipal inspection service. 

Service fees 

A service fee is a charge by a government to defray the cost of 
an administrative service or function which confers a supplementary 
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special benefit upon individuals.* A definite quid pro quo relation- 
ship is present — ^individuals receive a particularized benefit from a 
government activity and they pay for it. Examples of federal 
service fees are those attached to federal court procedure, to con- 
sular services, and to the issuance of letters patent. State and local 
governments charge fees in connection with court procedure', for 
the recordmg of legal titles and transfers, for examinations in con- 
nection with regulated professions and trades, and for a multitude 
of other varied services. 

Service fees bear a close resemblance to the prices and rates 
charged by government enterprises.* Both mvolve a qmd pro quo 
relationship between a government agency and mdividuals, and 
in both cases the payment is made when a specific service is per- 
formed by some government agency. The distmguishing feature 
IS the nature of the service rendered. An enterprise price is the 
rate charged for commodities -or services of an economic character 
— for units of water, or gas, or electric power, or transportation, 
or credit. Service fees are charged for services of a governmental 
or administrative character — ^for elements of court procedure, for 
the filing or recording of legal documents. But the distinction 
between the two types of charges is not hard and fast, and there 
are borderline cases. If a city maintains a municipal college and 
charges “fees” for registration and for some of the courses, these 
payments could be freely interpreted either as enterprise charges 
or as service fees. 

The line between service fees and taxes is sometimes hard to 
draw. A legal act which might provide a basis for a service fee — 


^Dcfiiutions of “fees” arc as many as there are writers who have given attention to the 
subject. Some ignore the supplementary character of the individual benefits involved. 
Others include the qualification that the revenue from the charge must not exceed the cost 
of the service if the charge is to be called a fee Still others include the stipulation that 
the revenue from the charge must be earmarked to the service or function to which it is 
attached 

Inclusion of the term “supplementary” in our defimtion is necessary to tie it up with 
the discussion of principles of governmental activity m Chapter 11 The relauon of fee and 
charge revenues to costs and the issue of earmarkmg fee and charge revenues are discussed 
in the pages followmg But smee they are issues, they can hardly be elements of a 
definition 

® Sec p. 177 of this volume 
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the recording of land transfers, for example, or die legal authoriza- 
tion of the transfer of the estates of decedents — can also be made 
the legal “subject” for a tax. Smce taxes are so frequently justified 
on the “benefit” prmciple, die qmd pro quo relationship between 
governmental agency and individual is not an absolute touchstone 
to determine whether the charge is a tax or a service fee. Many 
writers would differentiate on whether the charge produces a net 
revenue over the cost of the service — if it does, the charge is a tax, 
if not, it IS a service fee. But this is not a sound basis for differen- 
tiation because, as we shall see, it is uncertain whether revenues 
derived from a service charge should be measured against the cost 
of the particular service or against the cost of the general govern- 
mental function behind it At best, we can say that most service 
charges can, by all standards, be clearly labeled fees or taxes, but 
that some fall in a no-man’s-land between the two. 

Should the revenue derived from a service fee be measured 
agamst the cost of the particular service to which it is attached, 
or against the cost of the general governmental function of which 
the particular service is but one detail? Most fiscal economists, 
apparently, take the narrower view. A service fee, they say, must 
not produce a revenue greater than the cost of the particular service 
involved; otherwise it is no longer a fee but a tax.^° Were this view 
applied strictly, however, most legal fees would not be fees at all, 
for with few exceptions the charge far exceeds the unit cost of 
filmg and listing court documents. The same would be true of the 
federal consular fees. 

A sounder view, perhaps, is that frequently taken by legislatures. 
Service fees are established considerably in excess of unit cost so 
that the fees contribute to the cost of the general function behind 
the service. After all, the filmg and listing of court documents 
is but an incidental element of a judicial system. If we are looking 
for supplementary special benefit to litigants, we have in mmd 
the benefit yielded by the judicial structure, not the incidental 
service. Why should not the costs of the judicial system be con- 

Note that this position was takeit m the first edition of American Public Finance and 
Taxation 
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sidered in their entirety when the schedule of service charges is 
established? Many service charges have been fixed with this con- 
sideration in mind, and it is cavilmg to deny them the name “service 
fees.” 

License charges 

If the special supplementary benefits of a governmental function 
accrue mdirectly to a definable class of people instead of directly 
to mdividuals through the rendermg of some specific service, the 
service fee cannot be employed. Nor can it be used where a gov- 
ernment IS seekmg reimbursement for a special regulatory expense 
caused by some definable class of people or some type of business 
In such cases the activities which cause or benefit from the gov- 
ernmental function may be made illegal except upon government 
grant of license or permit, and a charge — a license fee — can then 
be levied on the license or permit. 

Examples of the “class benefit” license fee are fishing license 
fees, the revenue from which goes to support state fish hatcheries, 
and hunting license fees, the revenue from which supports state 
game preservation activities. Examples of the “group cost” license 
fee are restaurant license fees whose revenue is applied to 'the cost 
of periodic restaurant inspection to insure maintenance of proper 
sanitary standards, oil inspection fees, poolroom license fees, and 
license fees covermg the expenses of inspectmg elevators in apart- 
ment houses and business buildmgs. 

No confusion could possibly arise between license fees and enter- 
prise charges. But the line between hcense fees and taxes is even 
harder to draw than that between service fees and taxes. The 
quid pro quo relationship does not stand out as clearly in license 
fees as in service fees. And the license requirement is a very 
comrhon instrument of tax administration.^^ Our best pomt of 
differentiation is the relation between revenue derived and cost of 
the function involved. If the revenue does not exceed the cost, we 
may call the charge a license fee. If a substantial revenue surplus 
results, the charge is a license tax. 


See p 524 pi this volume. 
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License fees sometimes evolve into license taxes. When a class 
of individuals, compelled for regulatory purposes to take out li- 
censes, becomes more or less coextensive with a group specially 
benefited by some general activity of government, a tax may war- 
rantably be attached to the licensing procedure in accordance with 
the “benefit” principle of taxation. Thus it was early realized that 
motorists, who were compelled to license their automobiles as a 
matter of public safety, were specially benefited as a class by the 
road-building activities of state and local governments. The motor 
vehicle license charge, at first merely a fee to cover the cost of 
recording the license and issuing license plates, evolved into the 
productive motor vehicle license tax of today. Or again, a class 
subject to a license tax may be a business group making sales to 
so broad a class of consumers that a charge levied on them can 
be passed on to the general public as an indirect tax. Such a cir- 
cumstance is an opportunity rarely ignored by a legislature hard- 
pressed to find sources of additional revenue. Thus liquor license 
charges, ongmally levied as fees to cover the inspection of saloons, 
developed into license taxes and became a fruitful source of revenue 
for state and local governments. 

Revenue considerations 

Service and license fee revenue is a relatively msignificant element 
of mcome for the federal government, but it is an important item 
m state and local budgets. Although specific statistics are not avail- 
able, we may fairly assume that service fee revenue accounted for 
most of the $186,000,000 reported by the states m 1938 as “charges 
for current services” and for most of the $250,000,000 to $300,000,000 
so reported by local governments And probably some part of the 
$1,236,000,000 “license and permit” revenue reported by state and 
local governments in 1932 was derived from license fees as well 
as license taxes. On the basis of this calculation, seivice and license 
fees are a major source of revenue for state and local governments. 

Nevertheless, fees — particularly license fees — are relatively neg- 
lected, as a state and municipal revenue source. Every survey of 
city finances discovers, occupations and types of business enterprise 
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which cause the city extra expense m waste removal, street cleaning, 
police protection, or supervision in the interest of public health or 
morals, but only a minority of occupations and enterprises are sub- 
jected to license fees. Careful study of municipal activities to de- 
termme the special costs caused by particular occupations and 
enterprises, followed by the enactment of license fees to cover the 
special costs mvolved, would be of considerable aid in lowering 
city tax burdens. As an example of the possibilities of expanding 
the state fee systems, thirty-one states provided m 1933 that public 
utilities should be subjected to fee charges to cover part or all of 
the costs of their regulation. 

Service fees are frequently attached to particular governmental 
offices mstead of bemg payable into the general treasury. The 
practice is to be utterly condemned. As the population of a com- 
munity grows, there is always the danger that the fees attached 
to an office will mcrease out of all proportion to proper compensa- 
tion for Its meumbent. Where large cities have developed wi thin 
counties, the fees attached to the offices of sheriff and county clerk 
sometimes run mto tens of thousands of dollars; upon occasion 
they have exceeded the hundred thousand dollar mark. Such an 
office necessarily becomes an object of political sale, and any candi- 
date aspiring to it must promise a large share of the proceeds to 
his political party. The fees attached to the office become a source 
of party revenue instead of governmental revenue. As for the offi- 
cials who retain the fees they receive, they are mclined to con- 
centrate on their fee-producing activities, and ignore their other 
duties. Despite the disadvantages- of attaching fees to offices, the 
influence of political parties anxious to retain party “plums” has 
prevented thorough-going reform of the fee system in local gov- 
ernments. 


SPECIAL ASSESSMENTS 

Special assessment has been defined as “a levy to defray the cost 
of a particular public improvement,” and is theoretically m propor- 
tion to, but never in excess of, the resulting benefit accruing to the 



NON-TAX REVENUES 


613 


property against which it is levied This species of special charge 
IS levied principally to finance the opening and improving of high- 
ways and streets, the laying of sewers and piping, and the develop- 
ment of parks/® 

Application 

In the United States, the earliest recorded application of special 
assessment was in the province of New York in 1691. Not until 
1813, however, was the prmciple of special assessments recognized 
by American courts. Twelve states permitted the levy of special 
assessments by 1850, and twenty-seven by 1875. Either constitu- 
tionally or by statute, all states now permit local governments to 
levy special assessments, though many states place various restric- 
tions on such assessments. 

Special assessments were formerly a major item of city revenue. 
Only 11 of the 310 cities with populations over 30,000 did not levy 
special assessments in 1930. Prior to the 1929-1933 recession, muni- 
cipalities derived a quarter of a billion dollars annually from assess- 
ments for capital projects. After 1932, the financial difficulties aris- 
ing from weak administrative organization and from the decline of 
the real estate market virtually put an end to special assessment 
revenue for many cities. Cities with populations over 100,000 re- 
ported only $31,000,000 from special assessments in 1938, as agamst 
$147,000,000 in 1931. 

Accordmg to the United States Bureau of the Census reports, 
about half the state governments, chiefly m the South and West, 
derive a considerable revenue from special assessments levied for 

A R Burnstan, Special Assessment Procedure (Special Report of the State Tax Com- 
mission, No 1, Albany, 1929), p 9 

12 Some writers include as speaal assessments (1) charges for the abatement of 
nuisances, as when a city removes snow from the sidewalk before a private house, (2) 
charges for the improvement , to public appurtenances to private property, as when a city 
paves the sidewalk in front of a private house, and (3) special charges for general public 
KTiprovements or services levied against the benefited districts, as when a state builds a 
highway, divides the territory around it into road distnets, and levies a tax in each district 
to finance the construction and maintenance of its section of the highway The first two 
are covered under our heading “property benefit charges ” The third is more properlj 
viewed as a tax levied m a special governmental un^t 
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highway construction and maintenance. The Census Bureau, how- 
ever, classifies as special assessments the taxes levied by these states 
m special road districts. But the wisdom of this classification is 
doubtful since the legal and economic incidents of special road taxes 
differ markedly from those of true special assessments. The special 
assessment as such has no established place in state revenue systems. 

Nature 

In contradistinction to a service fee, which is a charge against the 
mdividual, a special assessment is a charge against property regard- 
less of ownership. Sometimes a further distinction may be made 
between the activities which the two classes of charges are intended 
to compensate. Service fees are commonly charged for adminis- 
trative and legal services and to cover the costs of a continuing regu- 
latory activity. Special assessments are levied for one purpose only 
— to compensate a governmental body for its expenditures in creat- 
ing or maintaining a material improvement. 

A special assessment is differentiated from a tax in that the latter 
is levied to finance governmental functions of general social bene- 
fit, while the former is imposed to cover special supplementary 
benefits accruing to the property of individuals. Furthermore, a 
tax IS levied upon a general class of individuals, properties, busi- 
nesses, or other subjects, and may have bases other than property, 
while the special assessment is levied upon a special group of prop- 
erties. Further, a tax may take into consideration the “tax-paying 
ability” of the persons upon whom it is levied, whereas a special as- 
sessment must be strictly proportional to the benefits accruing to 
the parcels of property. 

While the levy of a special assessment is undoubtedly an exercise 
of the sovereign taxmg power, it is a limited exercise of this power, 
and subject to certain restrictions which do not apply to taxes. (1) 
In many states governmental expenditures financed by speqial assess- 
ments must be approved by a referendum of the owners of the prop- 
erty to be assessed. (2) A governmental activity financed by a 
special assessment must be of direct monetary advantage to the prop- 
erty to be assessed. That it adds intangible values to the lives of 
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those residing in the district is insufficient. It must add dollars and 
cents to the value of their property (3) Special assessments are gen- 
erally based solely on land values, and the value of improvements 
on the assessed property and of the owners’ personal property is not 
taken into consideration. (4) A special assessment on any particu- 
lar parcel of land must not exceed the value added to the land by 
improvement.^^ (5) The total amount of a special assessment must 
be distributed among the various parcels of land proportionally to 
the monetary benefit each derives.^^ (6) Finally, in most states a 
special assessment cannot become a personal liability on the owner 
of the land; it exists solely as a charge on the land. Land can be 
sold to cover a special assessment, but a landowner who sells his 
land subsequent to a special assessment cannot be reached by the 
levying government. 

Special assessments are most commonly levied in a lump sum to 
finance all or part of the cost of a capital improvement. Where 
the capital project is extensive and costly, it is not unusual for it to 
be financed by special assessment bonds, and the special assessment 
is levied annually on the benefited properties until such time as the 
bonds are retired.^^ Current governmental activities benefiting a 
limited district — such as caring for the lawns of a boulevard — are 
sometimes financed by an annual special assessment. Occasionally 
special assessments are levied for the repair of improvements orig- 
mally constructed by special assessments; opmion is divided on the 
propriety of this practice. 

Assessment 

An issue arising at the very outset of a special assessment project 
is the extent to which the cost should be borne by adjacent property 
owners and the extent to which it should be financed out of gen- 
eral tax funds — or, m other words, how the general social benefit 

^^The courts have relaxed these two rules somewhat, and will uphold a special assess- 
ment levied according to one o£ the well -recognized rules of apportionment, even where, 
because of special circumstances, the charge on some particular parcel of land exceeds the 
resulting increase of selling value or is slightly more burdensome than on other parcels 
of land. 

^®Note that such bonds are frequently exempted from constitutional and statutory 
kmitations on local borrowing poweis, see pp 631-633 of this volume. 
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and special individual benefit of a project should be apportioned. 
By what fraction does the paving of a street benefit the property 
fronting on it, and by what fraction the general traffic system of the 
city ? To what extent does the creation of a park generally benefit 
the entire city, and to what extent does it specifically benefit sur- 
rounding property? 

No hard and fast rule exists for specifically determmmg the 
beneficiaries of such improvements. Street cutting and pavmg, it 
was formerly assumed, benefited only the owners of property front- 
_ mg on die street Now it is generally recognized that most public 
improvements carry both a general and a special benefit, and the 
cost IS divided between the owners of adjacent property and the 
general body of city taxpayers. Legislative authorization of special 
assessment levies by cities sometimes provides for a specific appor- 
tionment of the costs of particular improvements between special 
assessments and general tax funds In other cases, the division of 
costs is withm the discretion of some city board. Distribution of 
costs between the city and benefited properties in New York City is 
separately determined for each assessment, and formerly resulted in 
much favoritism and graft. Either way, of course, the division of 
costs is certam to be highly arbitrary. Engineers have no yardstick 
by which to apportion accurately the general and special benefits of 
public improvements. 

The next problem is to determine the radius of special benefit for 
the particular improvement contemplated. Such radius of benefit 
depends on the nature of the improvement. All property within a 
quarter or a half mile may be benefited by the creation of a public 
park or playground. Budding an arterial sewer or a boulevard may 
benefit property for a few blocks on either side. Paving an isolated 
side street may be of special benefit only to the frontmg property. 
Where the area benefited by an improvement is extensive the special 
assessment district must be divided into zones, a relatively greater 
part of the cost being apportioned to the nearest zones, and a smaller 
share to those more distant.^® 

A. sanaple special assessment zone map is reproduced Appendix H, p 850 of this 
volume , 
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Once the afea and zones of the special assessment district have 
been determmed, the costs must be allocated to individual prop- 
erties. The ideal, of course, but one difficult of attainment, is the 
allocation of these costs in proportion to the special benefit derived 
by each parcel of land. Three methods of allocating special assess- 
ments among individual properties have been developed: (1) the 
frontage rule, (2) the area rule, and (3) the depth curve rule. Most 
common is the allocation of special assessments by street frontage, 
which discriminates in favor of deep properties and against shallow 
ones and cannot take lot irregularities into account. Allocation of 
special assessments by area fails m the opposite direction. While a 
deep lot benefits more than a shallow one from a street or other im- 
provement, such special benefit is not strictly in proportion to depdi. 
Several cities have sought a middle road out of these difficulties by 
the use of “depth curves” similar to those employed in property tax 
assessment.^’^ This amounts to zoning individual lots on the basis 
of some standard lot depth. A specified value is determined for 
frontage with a given lot depth, a higher value (but not a propor- 
tionately higher value) for frontage with a greater lot depth, and 
similar higher values for stated greater depths. Thus in Denver 
each lot is divided into 25-foot zones; 35 per cent of the unit front- 
age benefit is allowed for the first zone, 25 per cent for the second 
zone, 17.5 per cent for the third zone, 12 5 per cent for the fourth 
zone, 7.5 per cent for the fifth zone, and 2.5 per cent for all property 
over a depth of 125 feet. In Arkansas and California the attempt 
has been made to allocate special assessments by the assessed value 
of land for property tax purposes. Property tax assessments, how- 
ever, are notoriously unequal,^® and using them as a basis for allo- 
cating special assessments augments this initial injustice. 

Paymient 

When a special assessment is small in proportion to the value of 
the property affected by it, payment is easily arranged. While the 
improvement is under construction, the property owners can pay 

17 See p 376 of this volume 

1® Sec p, 380 of this volume. 
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the assessment in one or more cash instalments Funds are thus cur- 
rently made available for paying the costs of construction. Many 
of the more recent improvements for which special assessments have 
been levied, however, have been extensive undertakings. Work upon 
them has extended over several years, and any lump-sum assessment 
payment would have disrupted the private finances of the property 
owners affected. Consequently, many of these special assessment 
projects have been financed by bonds paid off by annual special 
assessment levies over a period of years. 

In some states, special assessment bonds would come within the 
city’s debt limitation were they a charge on its general credit. To 
avoid limiting borrowing power, cities have experimented with a 
number of expedients. Special assessment bonds have been issued 
as charges on the benefited property without bejjig obligations of 
the cities of issue. Lacking city credit behind them, these bonds 
proved expensive to market. Occasionally, the contractor engaged 
upon the improvement was required to accept such bonds in pay- 
ment. In such cases, the contractor calculated a collection premium 
on the bonds, and added it to his costs of construction. 

Other cities have provided “revolving funds” to finance special 
assessment improvements. Costs of the improvement are paid out 
of such funds, which in turn receive the special assessrnent bonds 
issued on the benefited property. But revolving funds have proved 
susceptible of political manipulation, and have permitted irregulari- 
ties to exist and accumulate undetected because the actual levy of the 
assessment is often postponed until long after the improvement is 
completed. 

A third possibility, strongly recommended by authorities on spe- 
cial assessments,^® is the issue of assessment bonds purely as charges 
on the benefited property, but guaranteed by the city. Such bond 
issues do not ordinarily come under the borrowing Umitations im- 
posed on municipalities. Accordmg to the proponents of this ar- 
rangement, default on such bonds would be very small, so that the 


^®Sec Burstau oP ciU d. 
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cities would be assuming no great obligation, while their guaranty 
would hold down the interest rate But during the depression of 
the early 1930’s no bond issues went so readily to default as special 
assessment issues Many municipalities which had guaranteed spe- 
cial assessment bonds discovered their guaranties coming home to 
roost at the most mconvenient time. Municipal underwriting of spe- 
cial assessment bond issues is not an obligation to be undertaken 
lightly 

Conclusion 

Special assessments are and should be an item of major importance 
in the finances of growing communities They must decline m im- 
portance when a community has achieved its mature growth and 
has completed a reasonable program of establishing parks and 
boulevards and cutting and paving streets. Smce many American 
cities probably have decades of growth ahead of them, the problems 
of special assessments will long remain to trouble city administra- 
tors and students of Public Fmance. 

Outstanding is the problem of devismg some machinery of con- 
trol over the initiation of special assessment improvements. Too 
often, a “shoestrmg” real estate operator interested in developing 
some semisuburban section prevails upon a city council to install an 
expensive set of improvements — graded and paved streets, sewerage, 
and water systems — ^long before settlement m the area is sufficient 
to warrant such undertakings. Installation of the improvements 
helps sell the operator’s lots, of course. If the developed area is sold 
entirely to householders, assessment payments will probably come 
through as anticipated. But if, as happens all too often, the opera- 
tor’s dream never materializes and the development never shows 
more than a scattered handful of homes, the special assessments to 
finance the improvements are bound to encounter difficulties. The 
operator gracefully takes refuge in bankruptcy, the city acquires 
some worthless bare lots by tax delinquency foreclosure, and the 
costs of the improvements must be met out of general revenues. 


^ See p, 673 of this volume. 
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EXCESS CONDEMNATION 

Excess condemnation is “the policy, on the part of the state or 
city, of taking by right of eminent domam more property than is 
actually necessary for the creation of a public improvement, and of 
subsequently selling or leasing this surplus.” Theoretically, the 
city or state should acquire the land bordermg on a proposed im- 
provement at a price that does not include the benefit of the im- 
provement, and should sell the property at a price mcludmg the 
benefit of the improvement.®^ Excess condemnation is thus allied 
to the special assessment. In contrast to the special assessment pro- 
cedure, the government obtams the entire special value of the im- 
provement to the surrounding property. This value may be greater 
than the cost of constructing the improvement, whereas the special 
assessment never reimburses the government for more than the cost 
of the improvement. 

Excess condemnation is constitutionally permitted or authorized 
in thirteen states, but it is rarely utilized by state or city govern- 
ments in this country. Governmental bodies are rarely so alert as 
to condemn all the property they intend to acquire before some part 
of the anticipated increase of value is worked into the condemnation 
price of the condemned parcels of property. Once the land has 
been acquired, the governmental body finds that it has assumed the 
occupation of land .speculator, an occupation it is not well fitted to 
pursue. 

SOVEREIGN REVENUES 

Sovereign revenues are those the State receives as incidents of its 
status as the sovereign political power. In the case of the federal 
government, these sovereign reveiiues are tribute, the net profit of 
the currency privilege, expropriation under the power of eminent 
domain, fines and forfeitures, and gratuities. The sovereign reve- 
nues received by the state governments are subsidy, expropriation 

Robert E Cushman, Excess Condemnaiton (Appleton, New York, 1917), p 2 

22 The land so acquired may instead be employed to protect parks, schools, and public 
buildings against undesirable neighbors, by incorporating rcstnctivc covenants in the sub- 
sequent sale or lease of the land. 
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under power of eminent domain, escheat, gratuities, fines, forfei- 
tures, and penalties By sovereign rights delegated by the states, the 
local governments may obtam revenue from expropriation under 
eminent domam, from subsidies, from fines and penalties, and from 
gratuities. 

Tribute and subsidy 

Tribute, a major item in the fiscal systems of ancient govern- 
ments, IS the payment exacted by a conquering government from 
a conquered government. Under the polite term “war costs” it 
played an important role in the finances of the Allied and Ameri- 
can governments during the 1920’s. The Dawes Plan, as modified 
by the Young Plan, provided that the American government should 
receive an annual tribute from Germany as reimbursement of the 
expenses of the American army of occupation, calculated at $292,- 
663,436. Germany paid 55,000,000 reichsmarks annually from 1926 
to 1929, 25,300,000 reichsmarks annually from 1929 to 1931. These 
payments were suspended under tlie Hoover moratorium of 1931 
A “moratorium agreement” in 1932 provided for a new, reduced 
schedule of payments. But in 1933 Germany arbitrarily stopped 
paying tribute. Thereafter, the American government continued to 
assert its claim to these payments, the German government passively 
Ignored such claim. 

Prior to the nineteenth century, strong European powers not un- 
commonly subsidized rulers of the small principalities dottmg the 
ma p of Europe. In return, subsidized prmces were expected to aid 
these powers when they engaged in wars. Such subsidies somewhat 
resembled tribute, but were to be distinguished from it in that the 
payments were voluntary mstead of compulsory. 

The United States has neither paid nor received subsidies of this 
sort, if the aid accorded by France to the Colonies durmg the Revo- 
lution be excepted. A system of internal subsidies, however, has de- 
veloped in this country. The federal government distributed some 
$700,000,000 of “federal aid” to the state governments in 1937, largely 
for relief purposes; in 1940 its “aid” payments were $1,539,000,000, 
State governments distribute over a billion dollars of “state aid” am 
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nually to their local governments. Federal aid from the viewpoint 
of the state governments, and state aid from the viewpoint of the 
local governments, may be considered subsidies received from other 
governmental bodies. By these payments, the federal government 
persuades the state governments to undertake certain activities they 
might not otherwise undertake, and to make these activities con- 
form with federal standards.^® Through state aid the state govern- 
ments purchase a similar control over local activities As for the 
finances of the United States as a whole, it should be noted, federal 
aid and state aid neither add nor subtract from the total of Ameri- 
can governmental revenues, smce they are transfers entirely within 
the family of American governmental units. 

Currency privilege 

Mmting metallic money in the United States is the exclusive pre- 
rogative of the federal government Smce the bullion value of all 
silver, nickel, and copper coins is less than their face value, the 
Treasury makes a profit on every coin issued from the mints. On 
each silver dollar pamted or silver dollar certificate issued against 
silver held in the Treasury the profit at present silver prices is around 
sixty cents; on silver subsidiary coins it is slightly more. Comage 
profits m 1940 amounted to nearly $100,000,000. 

The currency histories of the American colonial governments 
from 1690 to 1763, of the Contmental government durmg the Ameri- 
can Revolution, of the Union and Confederate governments during 
the Civil War, and of several of the European countries durmg and 
after World War I, indicate that the right to print paper money can 
be made a major source of national governmental revenue, at least 
for a short period. When all other sources of revenue fail, a govern- 
ment can pay for the materials and services with paper money issued 
as rapidly as its prmting presses can turn out. An English writer 
has commented upon the issue of paper money as a fiscal expedient 
as follows: 

The principles and practice of federal aid are considered in more detail on pp 760 ff 
of this volume , 

The principles and practice of state aid are considered in more detail on pp^ 733 0 of 
this volume 
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This method [of obtaining governmental revenue] is con- 
demned, but Its efficacy up to a point must be admitted. It is 
the form of taxation which the public find hardest to evade and 
even the weakest goveinment can enforce, when it can enforce 
nothing else . . The burden of the tax is well spread, can not 

be evaded, costs nothing to collect, and falls, m a rough sort of 
way, m proportion to the wealth of the victim . Like other 
forms of taxation, these exactions, if overdone and out of propor- 
tion to the wealth of the community, must diminish its prosperity 
and lower its standards, so that at the lower standard of life the 
value of the currency may fall and still be enough to 
go round. But this effect can not interfere very much with the 
efficacy of taxing by inflation ... It is evident that so long as 
the public use money at all, the Government can continue to 
raise resources by inflation. Moreover, the conveniences of using 
money in daily life are so great that the public are prepared, 
rather than forego them, to pay the inflationary tax, provided it 
IS not raised to a prohibitive level . . . Recent experience every- 
where seems to show that it is possible to inflate 100% every three 
months without entirely killing the use of money in retail trans- 
actions, but that a greater rate of inflation than this can only be 
indulged m at the peril of total collapse.^^ 

Currency inflation soon wrecks national credit and ruins broad 
classes of the country’s population. But to the extent that a na- 
tional government is willing to pay this price it can temporarily 
convert its currency right into a revenue source with a substantial 
yield. 

In 1933 and 1934, the American government disclosed still a third 
method whereby a national government’s monetary power may 
contribute to its Treasury. Between March 1933 and January 1934, 
as a means of stimulating a general increase of prices, the Roosevelt 
administration devalued the dollar by slightly more than forty per 
cent — ^by the Gold Reserve Act of 1934, the gold content of the dollar 
was set at 15 5/21 grams .9 fine, as against the former standard of 
23.22 grains. On April 5, 1933, a presidential order “nationalized” 
all gold in the United States — ordered the delivery of all privately 
held gold coins and bullion to the Treasury. When the Gold Re- 

M Keynes, Monetary Reforms (Harcourt, Brace and Co, New York, 1924), Ch II 
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serve Act of 1934 officially made gold worth |35 an ounce instead of 
$20 67 an ounce, the federal Treasury netted a capital gam of $2,- 
808,000,000 on its gold holdmgs. 

Expropriation under power of eminent domain 

Governmental necessity prevails over private right. Therefore, 
when a government needs a particular piece of property for public 
purposes, and that property is owned by an individual or a private 
corporation, the government can appropriate it under its sovereign 
power of eminent domain. The federal government, the state gov- 
ernments, and the local governments all possess this power. 

This expropriatory power can never be a source of profit to a gov- 
ernment in the United States, because constitutional provisions com- 
pel the expropnatmg government to reimburse the expropriated 
individual. Further limitmg the power of eminent domain is the re- 
quirement that the expropriation be for a public purpose. The com- 
pensation of the individual may be determined either by contract 
with the expropriating government, or by the courts m cases where 
no agreement can be reached. 

Escheat 

The ultimate title to all property, real and personal, is in the State 
as sovereign. Only because the State waives that right can individ- 
uals claim to have any title. Only by provision of law can an indi- 
vidual transfer his title in property to another. When the title of 
individuals fails for any reason, the title m the property reverts to the 
State. 

Individual title to a property fails only where an individual, not 
having any heirs withm the relationship provided by law for intes- 
' tate mheritance, dies without making a will. Intangible personal 
property then reverts to the government of the state of his domicile, 
and real property and tangible personalty to the government of the 
state wherein they are located, since ultimate sovereignty as to prop- 
erty and property rights inheres in the state governments. 

Few individuals die without heirs capable of inheriting under the 
liberah inheritance laws of this country. Were such a contingency 
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probable in the case of a wealthy individual, he would be almost cer- 
tain to provide for the disposal of his property after his death by a 
will. The state governments derive an annual revenue of but one 
to two million dollars from escheats. 

City governments receive a small revenue from the so-called 
“escheat” of the property of persons who have disappeared and can- 
not be located. By virtue of power delegated to them by the state 
legislatures, the city governments take title to such property. 

Fines, penalties, and forfeitures 

Crimes and infractions of the public laws are punished by im- 
prisonment or fine, and sometimes by forfeiture of property mvolved 
in the crime. Breakmg bail forfeits any bail bond. Such punish- 
ment visits retribution on the offending individual, and m addition, 
fines, penalties, and forfeitures contribute to governmental revenues. 
These items yield the federal government an annual revenue in ex- 
cess of ten million dollars. The state governments receive from five 
to ten million dollars, and the municipalities around twenty million 
dollars, aimually from this source. 

The fiscal aspect of fines and forfeitures, of course, should never 
be otherwise than secondary, since the endeavor to derive a sizable 
governmental revenue from fines leads to miscarriage of justice. 
Nevertheless, it is not an uncommon practice for villages located 
along main-traveled highways to establish “speed traps,” mulcting 
the unwary motorist on the excuse of his havmg exceeded a local 
speed limit. Some “speed trap” governments boast that the revenue 
they derive from such fines has enabled them to forego all local 
taxes. It is needless to add that there can be no approval of such 
practice. 

Gratuities 

Governments rarely receive gifts or bequests solely for the pur- 
pose of aidmg them in carrymg on their ordinary governmental 
activities. Instead such bequests and gifts are made to them as trus- 
tees for some public and charitable purpose. Gifts to governments 
for schools, libraries, and museums are common. 
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CHAPTER XXV 


Principles of Governmental Borrowing 

Borrowing should be, and generally is, a supplementary expedi- 
ent of governmental financing. Continual borrowmg and a perma- 
nent mcreasing debt, as we shall see, are fiscal possibilities. But by 
and large, the greater part of governmental expenditure must m the 
long run be financed out of taxes and other current revenues. Ulti- 
mately, all indebtedness is — or should be — ^redeemed with funds de- 
rived from current revenues. 

Despite its supplementary character, governmental borrowing 
raises issues and problems as far-reachmg as any connected with the 
more basic procedures of expenditure and taxation. Every aspect of 
pubhc credit — the purposes of borrowing, the manner and methods 
of borrowing, the control of borrowing, the management of out- 
standmg public debt, the economic consequences of borrowing and 
debt retirement— is a subject of heated controversy. The abrupt 
mcrease of American government debt from approximately $5,000,- 
000,000 just prior to America’s entry into World War I to over 
$30,000,000,000 by 1920 and the subsequent rise of the public debt 
from the $30,000,000,000 level in 1930 to $69,000,000,000 m 1941 have 
given added importance to the study of American debt problems. 

LAW OP AMERICAN GOVERNMENTAL BORROWING 

Like the power to tax, the power to borrow is inherent in all sov- 
ereign governments. All American state governments consequently 
have full inherent power to borrow, subject only to such limitations 
as they have imposed upon themselves in the federal Constitution 
and their own constitutions. Although the federal government has 
only such borrowing powers as are designated in the federal Con- 
stitution, by the terms of that document ^ and the construction of 

lArt I, Sec. 8, s 2. 

«39 
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the courts, these powers are full and untrammeled. Local govern- 
ments have only such powers of mcurring debt as are delegated to 
them by state constitutions and statutes. 

Constitutional limitations on state borrowing 

By ratifying the federal Constitution, the states sacrificed only one 
minor detail of their inherent borrowing powers — they prohibited 
themselves from issuing debt instruments m the form of “bills of 
credit” intended to circulate as money Borrowing powers of the 
state governments are, however, sharply restricted in many state 
constitutions. 

Durmg the first half of the nineteenth century, a number of states 
underwrote the bonds of railroad companies which subsequently 
failed, leaving the state governments saddled with heavy debts. To 
prevent any recurrence of such proceedings, amendments forbid- 
ding the legislatures to lend state credit to individuals or corpora- 
tions were written into most state constitutions. 

In twenty-two states, bond issues over some specified limit can be 
authorized only by constitutional amendment. Occasionally the 
limit within which the legislature can act upon its own initiative is 
a double one: a low figure for general borrowmg and a higher one 
for some special purpose. Thus the Maine legislature can authorize 
general loans up to |2,000,000 and highway loans up to $36,000,000; 
the Minnesota legislature cannot borrow for general purposes, but 
can authorize highway loans up to $75,000,000. In eighteen other 
states, bond proposals must be submitted to the electorate by refer- 
endum. Sometimes this requirement applies to all proposals, in 
other cases such submission must be made only for issues which 
exceed a pre-established constitutional limitation. In the remaining 
eight states, the legislature has full freedom of action on borrowmg. 

Where limitations are established on the freedom of legislative 
approval of debt issues, the limitation is generally in the form of a 
fixed sum. Seven states, however, limit state debt to a specified per 
cent of the assessed valuation of property within their borders. Bor- 
rowmgs to cover casual deficits and bond issues to suppress insur- 


2 Art I,Sec.8,U0 
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rection or to repel invasion are generally exceptions from constitu- 
tional limitations. 

Some state constitutions also cover various terms of state borrow- 
ing. Interest on Maine bonds may not be higher than 5 per cent. 
Minnesota bonds may not be sold under par. In twenty-one states 
maximum maturities for state bonds are constitutionally established; 
the maximum period ranges from ten years in Iowa and Mmnesota 
to seventy-five years in California. State constitutions commonly 
require the legislature to levy a special tax sufficient to cover debt 
service at the same time that it authorizes a bond issue. 

Constitutional limitations on the incurring of state indebtedness 
have proved irksome to a number of state governments in recent 
years. Particularly was this true in 1934 and 1935 when a number 
of states found themselves temporarily unable to obtain federal relief 
funds because they could not borrow funds to “match” the federal 
grants. Instead of removing the restrictions, however, special bond 
issues of specified amounts and terms have been authorized by con- 
stitutional amendment. Probably this is the wisest method of han- 
dling restrictions on state borrowing powers. Hampering though 
they sometimes appear, the restrictions are a protection against the 
squandermg of state credit. Whenever a real necessity for mcurring 
a heavy state loan arises it is possible in most states to obtain authori- 
zation by special constitutional amendment. The delay and pub- 
licity involved in amendment procedure are intended to insure 
serious consideration of the proposed bond issue. But most state 
electorates are apparently ready and wilhng to ratify “loan” amend- 
ments. I 

Constitutional and statutory limitations on local borrowing 

Constitutional clauses and legislative enactments creating various 
classes of local government usually delegate limited borrowing pow- 
ers to these governments. But this rule is far from universal. New 
England county governments ordinarily cannot borrow. And many 
of the special districts created in such numbers m recent years have 
been given taxing, but no borrowing, powers. 

Local borrowmg powers are generally regulated in greater detail 
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than those of state governments. The purposes for which local gov- 
ernments may borrow, the methods of incurring debt, the amount 
of local debt, its mterest rate, its term, provisions for retirement, and 
the form of local debt issues, are all regulated, in one state or an- 
other, by constitutional or statutory provision. 

Local governments in a majority of the states are forbidden to 
lend their credit to corporations and individuals. Otherwise, re- 
strictions as to the purposes of local borrowing are few and un- 
important. 

The most common limitation on the amount of local borrowing 
is a provision that the outstanding total of indebtedness must not 
exceed a specified proportion of the assessed value of property within 
the borrowmg district. Usually, different assessment-ratio debt lim- 
its are established for the various classes of local governments. The 
sharpest limits are ordinarily set for cities, the highest for school dis- 
tricts. This assessment-ratio limitation frequently excludes self- 
supporting debt,® city indebtedness for water, gas, or electric sys- 
tems, and special assessment debt. A majority of states provide that 
all or certain of their local governments can issue bonds only after 
approval by a local referendum. A few states permit local govern- 
ments to exceed the assessment-ratio limits by specified amounts for 
certain purposes on local referenda. 

Such limitations on the total amount of local indebtedness have 
in many mstances proved failures.^ Local governments circumvent 
them by raising the ratio of their property assessments, thus raising 
their debt limits, or by camouflaging their borrowings as special 
assessment loans exempt from the general limitation. Some state 
legislatures have connived with local governments to exceed consti- 
tutional debt limits by creating special governmental units to take 
over particular functions of the original debt-laden government, 
givmg each new unit a new debt-incurnng capacity. Illinois, Michi- 
gan, and New Jersey present outstanding examples of this abuse. 

® Self-supporting debt is discussed on p 639 of this volume 

^Sec Leroy A. Shattuck, Municipal Indebtedness (Johns Hopkins Studies, Senes LVIII, 
No 2, Baltimore, 1940) 
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Superimposition of governmental districts in New Jersey made pos- 
sible in some cases a total debt of 30 per cent of assessed valuation 
despite a 7 per cent debt limit. Some Detroit suburban communities 
built up superimposed debts amounting to 50 per cent of assessed 
valuations. Furthermore, local governments which have borrowed 
up to their debt limits and cannot circumvent them, are often caught 
m a disastrous fiscal straitjacket, particularly when property values 
declme as they did durmg the 1930’s. 

A number of states fix the maximum interest rate, usually 6 per 
cent, which the bonds of tlieir local governments can carry. An- 
other fairly common provision is that local bonds must not be sold 
below par or under a certain discount. 

Quite a few states set maximum terms for local bond issues. 
Usually the term of the bond issue may not exceed the life of the 
improvement it is intended to finance. Some states specify the 
maximum bond terms for various purposes, embodymg in the stat- 
ute itself the legislative judgment as to the probable life of various 
forms of local improvements. Limitations on maturities have also 
proved of doubtful value. The provision that the loan-term shall 
not exceed the life of the improvement is directed against irrespon- 
sible governments which seek to dodge their fiscal obligations by 
creatmg debts of such distant maturity that, as far as the present 
generation is concerned, the debt is never to be repaid. Unfortu- 
nately, local governments too often interpret limitations of this char- 
acter as authorization to fix the maturities of all theu borrowings by 
the life of the improvements so financed. The period mtended by 
the constitution or statute to be a maximum is taken as a standard 
by the local governments. As will be subsequently indicated,® this 
establishes the maturities of local loans on a false principle. 

In recent years a considerable number of states have required the 
issue of local bonds in serial form.® Most states which permit 
sinking-fund bonds ® require their local governments, when issumg 
bonds, to levy a tax suflScient to cover all debt charges on the issue. 


® See p. 669 of this volume 

* Senal and sinking-fund bonds are discussed on pp. 677-680 of this volume 
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Central control of local borrowing 

Central control of local finances either by a state agency or by 
county agencies, described in an earlier chapter,^ may be extended 
to cover review of proposed bond issues as well as of proposed tax 
levies. The board of review should have the authority to condemn 
a proposed bond issue and to direct that the intended expenditure 
be financed from tax funds, if in its opinion, such procedure should 
appear desirable. It should also have power to modify the maturity 
and other terms of any proposed bond issue Local refunding issues 
are now subject to state supervision m Michigan, Ohio, New Jersey, 
North Carolina, and Pennsylvania. 

To date, the most effective general system of state control of local 
borrowing has been established by North Carolina.® Proposals for 
local bond issues must be submitted to the Local Government Com- 
mission for approval before either the bonds are issued or the ques- 
tion of issuance is presented at election. Upon receiving the appli- 
cation, the Commission considers the necessity, expediency, and 
adequacy of the bonds, the financial condition of the applicant, and 
Its ability to pay the proposed bonds. Additional mformation may 
be called for and a public hearmg be conducted on the question. 
But the action of the Commission does not deny the right of elec- 
tion, and if carried at election, the bonds may be issued regardless of 
the Commission’s decision. 

All bonds are advertised and offered for sale by the Commission 
at Its office at Raleigh. Sealed bids are invited at public sale, and 
unless a representative of the unit present at the sale objects, the 
award is made to the highest bidder at not less than par and accrued 
mterest at a rate not exceeding 6 per cent. No bonds are sold at 
auction. 

All bonds sold by the Commission are delivered to the purchaser 
through the State Treasurer, who collects the purchase price. He 
then promptly turns his collections over to the local unit’s lawful 
custodian of funds, or deposits them in the unit’s depository bank if 

^ See pp 163 jff. of, this volume 

^ See W E Easterling, ^‘State Methods of Controlling Local Debts,” Proceedings ■ of the 
Twenty-'Nmth Nt^Uonal Tax Association Conference, 1936, pp 417-18* 
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he IS satisfied that the bank has furnished the security legally re- 
quired for the protection of deposits In the case of funding or 
refunding bonds, the State Treasurer may, and usually does, apply 
the collections directly to the payment of the obligations being 
funded or refunded. 

PURPOSES OF GOVERNMENTAL BORROWING 

Borrowing usually merely postpones the covering of an expendi- 
ture by taxation or other current revenues, borrowing serves as abso- 
lute substitute for current revenues only upon subsequent direct or 
indirect default Not only must the principal of any debt item be 
redeemed ultimately out of current revenues, but a continuing item 
of interest is added to the cost of government for so long as the debt 
is outstandmg Special circumstances must be present to justify the 
financing of any government expenditure by borrowing instead of 
taxation or other current revenues. 

Authorities on Public Finance have established four fiscal pur- 
poses which may justify governments in raising funds by borrow- 
ing: to finance large emergency or irregular expenditures, to finance 
capital construction projects, to harmonize the divergent rhythms 
of current expenditures and current revenues, and to refinance exist- 
ing debt. Certain nonfiscal considerations may occasionally provide 
supplementary justification for a government’s borrowmg policy. 

War loans 

Outbreak , of a war, or “all-out” preparation for an expected war, 
may be viewed as an emergency justifying a national government 
in proceedmg promptly to loan floatations. The need for heavy mili- 
tary expenditures is immediate. No system of war taxes could be 
levied and collected quickly enough to provide the funds required 
by the national government to raise, equip, and mamtain a fighting 
army and navy during the first months of a war. With the present 
institutional financial organization in the United States, hundreds 
of millions of dollars of short-term notes and certificates can be sold 
withm a few hours to the special markets for such securities. Na- 
tional investment drives, like the Liberty Loan campaigns of World 
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War I and the “Defense Bond” drive of World War II, can obtain' 
billions of dollars from mdividual subscriptions before any sort of 
tax system could produce its first millions. 

But the “emergency” argument for national borrowing does not 
extend to loans made after the first year of a war. Within a year’s 
time, a tax system geared to produce any desired amount of revenue 
can be devised and set in operation. If a borrowing policy is con- 
tmued thereafter, it must seek justification on other grounds than 
emergency. Arguments aplenty in support of continued war bor- 
rowmg have been advanced. To the extent that the national gov- 
ernment sells Its debt issues to financial institutions, or to the extent 
that individuals purchase their bonds on a “borrow and buy” policy, 
additional elements of bank credit are mjected mto the nation’s 
economy. The resulting mflation stimulates productive activity. 
Heavy taxation, on the contrary, is certain to exercise a depressing 
deflationary effect, and may crush some vital war industries. Fur- 
thermore, war borrowing takes funds which may be conveniently 
surrendered, while war taxation strikes arbitrarily without regard 
for individual convenience. Against continued war borrowing are 
the factors that it adds a heavy item of mterest to other war costs, 
that the resulting mflation increases the costs of whatever the gov- 
ernment buys and hence mcreases the general war cost, that the 
resulting mflation may generate an unhealthy cyclical swmg and lay 
the ground for a disastrous postwar collapse, that the civilian popu- 
lation IS left with an excess of purchasing power that competes with 
government demand for materials and commodities essential to the 
war effort, and that too much dependence on borrowing for too 
long a time may weaken, if not wreck, the government’s credit. 

No economist of consequence has ever suggested that a govern- 
ment finance war activities of substantial proportions exclusively by 
borrowing. And few have advocated an all-tax program of u/ar 
finance. General critical opinion favors a combination tax and bor- 
rowing approach to war financmg, with no agreement whatsoever 
as to the best proportion between the two. When the United States 
entered World War I in 1917, the Treasury first proposed the divi- 
sion of war costs half and half between taxes and loans. Later the 
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proportion was set at one-third and two-thirds. Actually, if the 
Allied Loans are eliminated from the picture, taxes covered 45 per 
cent of the federal government’s 1917-1918 expenditures, and 28 per 
cent of those of the following year. General critical opinion is that 
these proportions placed too much dependence on borrowing For 
1940 and 1941 defense financing, the Treasury set a ratio of two- 
thirds taxes to one-third borrowing. 

“Relief and recovery” borrowing 

In 1933 the federal government assumed two new and costly func- 
tions' the relief of widespread distress resulting from depression 
unemployment and “pump-primmg” expenditure to stimulate re- 
covery® Whatever be the judgment passed on this expenditure 
program, its adoption created a fiscal emergency — a succession of 
staggermg annual deficits — ^which would warrant classifying federal 
“relief and recovery” borrowing, at least from 1933 through 1935, m 
the “emergency” category. 

Not only would it probably have been impossible to cover by 
taxes the billions of dollars spent on relief and recovery during this 
period, but it would have been economically inadvisable. Heavy 
taxation would have absorbed nearly as much purchasing power as 
the federal expenditure was creatmg, and thus have nullified a ma- 
jor purpose of this expenditure. Borrowing by sale of securities 
to banks that created funds for their purchase provided the federal 
government with purchasing power without depriving anyone else 
of consumption ability Of course the effect was inflationary, but a 
moderate inflation was one of the salves which the Roosevelt admin- 
istration was applying to the economic system. 

Other emergency borrowing 

When a river overflows its banks and submerges the neighboring 
countryside, when a tornado cuts a swath of destruction across a 
populated territory, when an earthquake demolishes a city, the local 
and state governments affected, and sometimes even the federal 
government, must make heavy expenditures to repair at least part of 


® See pp 73 if o£ this volume 
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the damage and, in the case of floods, to guard against a repetition 
of the disaster. The outlays demanded may exceed the cash re- 
sources at the moment in the treasuries of the affected governmental 
bodies. Even were special taxes hastily levied to provide the desired 
funds, there would still be a considerable lapse of time before the 
receipts were actually available to the levying governments More- 
over, such widespread disaster weakens the financial structure of the 
communities affected, and heavy taxes would delay recovery. Ex- 
pediency dictates the remittance of existing taxes for a year or two, 
rather than an increase in tax burdens. Emergency governmental 
expenditures necessitated by extensive natural disasters are always 
properly financed by borrowing. 

Frequently enough, state and local governments neglect to keep 
their institutional facilities, such as prisons and hospitals, abreast of 
the needs of the times Unnoticed by the legislature and the public 
at large, existing institutions become overcrowded and resort is had 
to obsolete or improvised structures not adapted to present needs. 
Suddenly a prison not, a hospital fire which proves a holocaust be- 
cause the structure turns out to be a firetrap, awakens legislators and 
the public to the pressing need for new buildings. A system of new 
prisons or hospitals must be built immediately, and the cost is too 
great to be embodied in any “pay-as-you-go” program or in any long- 
term budgeting of capital construction. Though the responsible 
legislators and administrative officials may be open to censure for 
having permitted such a situation to develop, the situation itself is 
an emergency warranting resort to borrowing. 

“Emergency” justification may be extended to certain other public 
borrowings where the expenditures causing them, while not of a 
strictly “emergency” character, are large-scale and irregular. New 
York City and a few other cities in similar isothermic locations may 
experience some winters when snow removal costs only a few thou- ^ 
sand dollars, and others when snow costs run into millions of dol- 
lars. Under such circumstances, these cities cannot cover snow re- 
moval costs in theur current budgets. Quite properly they finance 
heavy snow removals by special intermediate-term bonds. Veterans’ 
bonus payments voted by the state legislatures during the early 
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1920’s, and the prepayment of the federal bonus in 1936, too large 
to be covered out of a year’s current revenues, likewise dictated re- 
course to borrrowmg A similar argument could be advanced for 
federal borrowing to finance the Treasury’s “sterilization” purchases 
of gold during 1937. 

Borrowing to finance government enterprises 

To raise the requisite funds for acquiring or creating property, a 
private commercial corporation which owns and operates a street 
railway or an electric power plant would ordinarily float a bond 
issue. While such a bond issue is often technically a mortgage on 
the corporation’s property, its real security is the circumstance that 
the company’s mcome from charges is more than sufficient to main- 
tain the property in first-class condition and to pay interest on the 
bonds. If the property backing the bond issue has a limited life, 
company revenues must in addition be sufficient to accumulate a 
fund which will either renew the property when it is worn out or 
redeem the bond issue. There is no reason why a municipality 
which operates or intends to operate an enterprise in a manner to 
cover both current costs and capital charges by the rates charged for 
services, should not imitate commercial public service corporations 
and finance capital costs by a bond issue. Substantial amounts of 
municipal “enterprise” debt of this character are outstanding. State 
“enterprise” debt is relatively unimportant m amount, since the states 
have not ventured deeply into the enterprise field. 

The federal government, as described in Chapter VII, has made 
heavy “enterprise” commitments. Some, like the postal system, the 
Alaska Railroad, the Bonneville and Boulder Dam projects, and the 
reclamation and resettlement projects, are handled through various 
current departmental accounts, with no special earmarking of the 
capital costs involved. But to the extent to which these projects 
have added to deficits or reduced current surpluses at any period, 
they have indirectly added to the total of federal debt outstanding. 
Panama Canal construction resulted in a specific debt item of $135,- 
000,000. And at least $4,000,000,000 of the $16,000,000,000 borrowed 
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by the federal government between July 1932 and June 1937 sup- 
plied capital for the various credit, power, and other enterprises es- 
tablished under New Deal auspices. 

Governmental debt incurred for government enterprises whose 
charges cover mterest and principal payments, is commonly called 
“self-supporting debt.” Unlike ordinary governmental mdebted- 
ness, It represents no burden on the taxpaying public. State consti- 
tutions and statutes generally recognize the distmction, and exempt 
“self-supporting debt” from many limitations which bind other gov- 
ernmental debt. Sometimes, for social reasons, municipalities prefer 
to set the service charges of an enterprise so low that the revenue 
received does not cover mterest charges and tfie retirement of the 
debt originally incurred Or mismanagement may so reduce gov- 
ernment enterprise revenues that they do not cover its debt service, 
In either case, since part of the debt service must be met by fund,? 
from the general governmental treasury, such “enterprise debt” is 
no longer “self-supportmg debt.” When a government enterprise 
fails to pay its way, its indebtedness must be considered ordinary 
governmental debt incurred for a capital item, and be governed 
by the principles relating to such debt stated below. 

Borrowing to finance ordinary capital construction 

When a rural school district, embracing perhaps a single elemen- 
tary school or a combined elementary and high school, decides that 
Its existing schoolhouse is antiquated and unsuited to present needs, 
and votes to construct a new and larger one, the expenditure in- 
volved can hardly be viewed as emergency. The old school buildmg 
could be continued in use for several years. Sooner or later, how- 
ever, and the sooner the better, a new schoolhouse will be needed. 
Were the entire cost of the new schoolhouse thrown into the tax 
levy of a single year, that levy would be crushing for the taxpayers 
of the small school district. If a bond issue to cover th^e cost is floated 
instead, the taxes necessary to retire the debt can be spread over a 
term of years. In each year’s levy, the increment of the construction 
cost will be too small to be an irksome burden. Furthermore, tax- 
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payers ten or fifteen years hence who contribute towards the retire- 
ment of the construction debt will be sendmg their children to the 
school and so derivmg a benefit from it. The same arguments can 
be advanced in favor of constructing a county hospital, building a 
town hall, or erecting a state capitol. In general, a capital govern- 
mental project of lasting benefit, which will not soon be duplicated 
by the same government, and whose cost is heavy relative to the 
financial resources of the community called upon to pay for it, is 
properly financed by borrowing. 

A different set of circumstances is presented by a large city or 
state with a growmg population and a rapidly developing economic 
and social life. Many capital expenditures of such a city or state 
are as contmumg and ordinary a phase of governmental activity as 
Its current expenditures. Year after year, New York City, Chicago, 
the metropolitan district of Boston, San Francisco, and other large 
and growmg cities, must expect to build a certain number of new 
school buildings. Each year too, they must extend their water sup- 
ply systems, open and pave new streets, and purchase additional 
fire-fightmg apparatus. States like New York, Illinois, Ohio, and 
Missouri annually require additional prison, hospital, and other in- 
stitutional facilities. Some of these cities and states do, and all of 
them could, through moderate foresight, engage upon a program of 
capital construction which would progress in yearly instalments. 

The effects of borrowing to finance continuing capital expenditure 
of the type mdicated above should be distmguished sharply from the 
effects of borrowing to finance occasional, non-repeated capital proj- 
ects. In the latter case, the item of indebtedness having been in- 
curred, there follows a long period during which no additions are 
made to governmental mdebtedness. Meanwhile, either the exist- 
ing debt is reduced by serial retirement, or a sinkmg fund is accu- 
mulated against the time of its maturity. When, years hence, the com- 
munity borrows for some other item of capital construction, it does 
so without pyramidmg debt service requirements. But, if govern- 
mental loans are floated to finance continuing capital expenditure, 
the process of borrowmg must continue year after year. Total out- 
standing indebtedness mounts, and with it the interest and debt 
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retirement charges to be met out of each year’s current budget. 
Eventually, because of past borrowings, annual payments for inter- 
est and debt redemption equal or exceed expenditures on present 
capital projects. Such a borrowing policy, moreover, pushes the 
debt total close to the constitutional or statutory limit, a condition 
which in the event of an emergency would hamstring a government. 
All the economic and social evils of governmental borrowing, sub- 
sequently considered, are incurred for no laudable purpose. 

If cities and states would plan their capital construction projects 
in long-term programs, as is advocated in an earlier chapter of this 
volume,^® they could preplan their capital expenditures m reasonably 
even instalments. Were capital costs equalized by preplanning, a 
state or city government could properly adopt a “pay-as-you-go” 
program and finance each year’s quota of capital construction by a 
tax levy.^® The “capital construction” levy would continue un- 
changed for a considerable period of time because of the uniform 
budgeting of the government’s construction projects. Borrowmg 
powers would be reserved for emergencies, for occasional unavoid- 
able “peaks” of capital outlay over the uniform continuing normal, 
and for occasional special projects not comprehended in the bud- 
geted program. 

Where the yearly expenditure on capital projects varies consid- 
erably, a complete “pay-as-you-go” program cannot be applied. 
Yearly variations m tax rates, ij^cessary to cover varying capital ex- 
penditures, would irritate taxpayers, who desire an element of cer- 
tainty and stability in their tax rates. Widespread adoption of a 
strict “pay-as-you-go” program to finance continumg capital ex- 
penditures IS dependent upon the application of budgetary prmciples 
to capital expenditure. 

But even the states and cities which do not budget their capital 
expenditures can partially apply the “pay-as-you-go” program to 
continuing capital expenditures. In the past, the capital expendi- 
tures of large cities and states, undertaken without foreplanning and 

^ See p 139 of this volume 

^®The techniques of shifting from a borrowing to a partial or complete “pay-as-you-go” 
program are presented in ■ Carl H Chatters and Albert M HillhousCi Local Government 
Debt Adnttnhtratton (Prennce-Hall, New York, 1939), pp 375-383 
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budgeting, have exhibited a cyclical rhythm, swelling m periods of 
business optimism, contracting m periods of general depression 
Suggested earlier m this study was the possibility of a contrary 
rhythm of capital governmental expenditures, deliberately forced by 
the governmental bodies themselves to counteract the cycle of gen- 
eral business inflation and depression Either rhythm of capital ex- 
penditure offers a city and state the opportunity to provide a “capi- 
tal construction” tax levy covering all capital expenditures during 
the low ebb of its construction cycle, and covering a large part of 
such construction costs even in the peak years. To determine the 
amount of such a levy for a five- or ten-year period, a city or state 
government might review its capital expenditures during the past 
decade, note the rough outline of their cycle, and establish the “capi- 
tal construction” levy on the basis of the lowest capital expenditure 
made. Should the capital expenditures of some year be less than 
the amount of the “capital construction” levy, the surplus could be 
paid into the city’s or state’s sinking fund, or be used to buy its bonds 
on the open market for direct retirement. A program combining a 
“capital construction” tax levy to finance the minimum of continu- 
ing capital expenditures, with borrowing to cover the excess of capi- 
tal expenditures over this minimum, is recommended to large cities 
and states which do not preplan and budget their capital expendi- 
tures. 

None of the limitations on incurring state indebtedness now em- 
bodied in state constitutions would bar any state government from 
adopting the borrowmg program suggested above. Some cities, 
however, might find that constitutional or statutory provision sets 
obstacles m their way. For example, it is occasionally provided that 
every local bond issue must state on the face of the bonds the specific 
purpose for which they are issued — ^bond issues must be floated as 
“water system” bonds, “street paving” bonds, “school” bonds, and so 
forth. In such case, a city could not legally issue bonds to cover an 
excess of capital expenditures for various purposes over a “capital 
construction” tax levy. In many states, the constitutional and statu- 
tory limitations on local tax levies might prevent a city from shifting 


See pp. 48 5 o£ tliis volume 
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from a program of borrowing for public improvements to even a 
partial “pay-as-you-go” program. If the current expenditures ab- 
sorb all or the greater part of the tax rate the city is permitted to 
levy, It cannot impose an additional “capital construction” tax which 
would bring its total tax levy over the prescribed maximum. Nec- 
essary improvements can be financed only by borrowing. In several 
states, constitutional or statutory limitations on local taxing and bor- 
rowmg powers must be modified to enable local governments to 
adopt more rational borrowing programs 

Fmally, there must be noted the supreme political obstacle to “pay- 
as-you-go” financing of state and local improvements. If a state or 
city admmistration announces an mcrease in tax rates, it is likely to 
bring upon its head the wrath of the taxpayers whose votes will 
decide whether it continues in office after the next election. An- 
nouncement of a bond issue to finance a governmental improve- 
ment has no such unwelcome political consequence, smee a bond 
issue does not immediately take money from the pockets of the tax- 
payers. Even though in the long run the tax policy is better for the 
community than the borrowing policy, holders of political office can- 
not be expected to injure their careers by foremg a tax levy on a 
public which prefers to mortgage its future rather than pay cash in 
the present. Enlightened public opinion is prerequisite to any form 
of “pay-as-you-go” program for financmg governmental improve- 
ments. It is worthy of note that where the merits of the cash-financ- 
ing of continuing governmental improvements have been clearly 
and concisely put before a body of voters, “pay-as-you-go” programs 
have been ratified. 

Borrowing to smooth budgetary irregularities 

Governmental expenditures are generally spread fairly evenly 
through the fiscal year. Some current revenues — enterprise charges 
and monthly sales tax receipts, for example — ^flow in with consider- 
able regularity. But most taxes are paid on annual or quarterly due 
dates. A few governments harmonize these divergent rhythms of 
expenditures and receipts by operating on a cash balance steadily 
lowered by expenditure payments, and replenished at intervals by 
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lumped receipts. Most governments, however, accomplish this ad- 
justment by short-term borrowing — by bank loans m the case of 
local and state governments, by open-market sale of certificates of 
indebtedness or short-term notes m the case of the federal govern- 
ment. 

Budgetary estimates of expenditures and revenues usually over- 
shoot or undershoot the mark. Sometimes the governmental unit 
possesses a surplus at the end of a fiscal year, sometimes a deficit A 
temporary deficit of this type adds somewhat to the short-term debt 
carried by the government during the early part of the next fiscal 
year to harmonize its expenditures and revenues. 

Until recently, critical opinion held unanimously that, emergency 
and irregular capital expenditures aside, every government should 
endeavor always to balance its budget. A succession of annual defi- 
cits, covered by cumulated borrowing, was condemned as fiscal mis- 
management. But from recent depression experience has developed 
a new proposal — the “cyclical budget.” Proponents of this idea in- 
sist that government budget balancing during severe depressions last- 
ing a number of years is bad economics. During such periods, gov- 
ernments should maintam or even increase their expenditures as a 
means of counteracting recession or hastening recovery. And, also 
as a recovery stimulant, taxes should be held low. Resulting deficits 
should be covered by borrowing, by intermediate-term notes if such 
instruments are available to them. When recovery is accomplished, 
they can raise the tax level above that of expenditures, and pay off 
the debts mcurred during depression. The high tax level during 
years of prosperity will discourage the development of a runaway 
boom. 

With or without intent, the federal government and most state 
and local governments spent more from 1932 through 1937 than 
they received in taxes. Thus the “cyclical budget” argument falls 
into the category of justification after the event — a consideration, 
however, which does not in the least impair its economic validity. 
The major point of criticism is that, while it is easy for governments 
to carry out the first half of the arrangement — ^to incur deficits dur- 
ing depression — ^it is none too certain that they will always complete 



646 


PRINCIPLES OF GOVERNMENTAL BORROWING 


the budget cycle by paying off the debt within a reasonable time fol- 
lowing the depression. Present developments indicate that the “de- 
pression debt” accumulated by many governments from 1932 
through 1937 will remain with them for a long, long time. 

Borrowing for refinancing 

Most federal government bonds are issued on a “callable-term” 
basis — the Treasury may, at its option, “call” them for redemption 
after a certain date, must redeem them at a later maturity date.^® If, 
when the optional “call” period arrives, current interest rates are 
lower than the face rates of the origmal bonds, the Treasury has an 
opportunity to borrow at the current lower rate and use the funds so 
obtained to retire the higher-rate old issue. A “conversion” of part 
of the Civil War debt to save interest was accomplished during the 
1870’s. Part of the debt of World War I was converted, with con- 
sequent mterest saving, during the 1920’s, and another part during 
the 1930’s. 

“Refinancing” borrowing is also useful in readjustmg the ma- 
turities of outstanding debt to simplify the problem of retirement. 
A long- or mtermediate-term bond issue may be floated to clear a 
heavy accumulation of short-term mdebtedness which the govern- 
ment IS unable to retire immediately. Between 1866 and 1869 the 
federal Treasury sold nearly $1,000,000,000 of “5-20” bonds as a 
means of “fundmg” an equivalent value of floatmg debt. Each of 
the four Liberty Loans and the Victory Loan was in part a funding 
measure, since the proceeds were also used to retire the short-term 
certificates of indebtedness issued between loan dates Sometimes a 
large “callable” long-term issue is “converted” mto short-term debt 
so that It can be retired m convenient instalments over several years. 
The federal Treasury employed this expedient several times while 
reducing federal bonded debt during the 1920’s. Again, between 
1936 and 1941, after it had become evident that federal deficits would 
probably contmue for a long time to «ome, the Treasury replaced 
$6,4OO,OQO,00O of intermediate notes and short-term bills by long- 
term bonds whose matunties would not soon mconvenience it. 


See p, 668 o£ this volume. 
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Few state or local governments have debt issues of sufficient mag- 
nitude or with sufficient market standing to permit them to engage 
in sound “refinancing” borrowing. When a state or local govern- 
ment “funds” short-term debt with a long-term bond issue, the trans- 
action IS usually a sign of bad fiscal management— the unit has failed 
to balance its budget for a series of years, and is taking a spend- 
thrift’s way out of its difficulties. “Refunding” a maturmg state or 
local bond issue by a new bond issue usually means that the govern- 
ment has failed to accumulate funds sufficient to retire the loan, and 
IS irresponsibly continuing the debt. In some states, for example, 
various debt issues may be traced back through successive refundings 
to pre-Civil War days. 

Supplementary nonfiscal reasons for borrowing 

Never has an American government borrowed funds it did not 
need merely to serve some ulterior nonfiscal end. But a nonfiscal 
consideration is frequently offered as supplementary justification for 
borrowmg which has a primary fiscal purpose. When Alexander 
Hamilton recommended the assumption of the Revolutionary Debt by 
the newly created federal government, he suggested that the federal 
bonds might serve as a large-denomination currency Civil War 
“greenbacks” — a form of forced loan — ^were defended on the ground 
that they filled the currency vacuum created by the disappearance 
of gold from circulation. Durmg the 1840’s and 1850’s, state bonds 
fulfilled a secondary function as the basis for bank note issues under 
various “free” bankmg systems; certam federal bond issues served 
an identical purpose under the national bankmg system until their 
retirement m 1935 and 1936. 

Heavy taxation sometimes has a deflationary effect on the na- 
tional economy. Governmental borrowing, as we shall see,^® is 
definitely inflationary Sometimes a government may wish to pro- 
voke some inflation. Durmg a war, for example, a touch of mflation 
is likely to spur general busmess activity. As part of its “recovery 
program,” the Roosevelt administration wanted to “reflate,” Under 
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such circumstances, borrowing obviously serves a government’s pur- 
poses better than does taxation. 

Finally, over-liberal government borrowmg is sometimes excused 
on the ground that it provides a form of supersafe investment for 
classes of investors who must seek security and ready marketability 
above all other considerations. Trust funds, for example, are m- 
vested largely in governmental issues. Our banking system would 
have to be radically changed if bank funds could not be placed in 
federal and state bonds. The federal system of old-age benefits and 
payroll taxes as established by the 1939 amendment to the Social 
Security Act is based on the expectation that a reserve fund of $12,- 
000,000,000 will be accumulated by 1955, all of which must be in- 
vested in federal debt issues. In the future, as in the past, pleas for 
“pay-as-you-go” financing by federal, state, and local governments 
will probably be countered by the argument that these governments 
are under obligation to provide an ample supply of such issues for 
investors who must have government securities. 



CHAPTER XXVI 


Principles of Governmental Borrowing 
(Concluded) 


THE GOVERNMENT BOND MARKET 

During World War I, the federal Treasury directed stupendous 
“drives” to sell War Savings Stamps, Liberty Bonds, and Victory 
Notes to private persons, poor as ivell as rich Commercial banks, 
savings banks, and other institutional investors bought a substantial 
proportion of the bonds and notes, but for the first time m Ameri- 
can fiscal history individuals were also primary buyers of govern- 
ment securities. Agam m the spring of 1941, the federal Treasury 
undertook to sell “Defense” notes in billion-dollar volume directly 
to mdividuals. 

Furthermore, in normal times rich individuals are likely to buy 
state and local bonds with capital not actively employed in produc- 
tive operation or financial control, since the interest on such invest- 
ment IS exempt from the federal mcome tax ^ Also, they frequently 
accumulate large values of federal bonds to provide their executors 
or admmistrators with a ready means of paying the federal estate 
tax. There are also some mdividuals of more moderate means who 
buy government bonds because they consider them safer than any 
other form of investment. But these mdividual purchases constitute 
normally only a fraction of the market for government bonds. As 
shown in Table 33 (p. 686), individuals held only one-third of the 
total of government bonds outstanding m June 1940. The most im- 
portant category of government bond buyer was the commercial 
banks, which held $20,700,000,000 of the $54,800,000,000 then in pri- 
vate ownership. Another $8,200,000,000 was held by insurance com- 
panies, and an additicMial $5,000,000,000 by tax exempt institutions. 

^ See pp 682 ff o£ this volume 

649 



650 


PRINCIPLES OF GOVERNMENTAL BORROWING 


In analyzing marketing appeals and marketing procedures for gov- 
ernment bonds, we must distinguish between the normal sale of 
these bonds to their regular buyers upon a strictly investment basis, 
and the extraordinary techniques employed in wartime when special 
effort is made to reach beyond the ordinary investment market and 
sell to the millions of individuals who normally do not buy govern- 
ment bonds. 

Normal buying motivations 

In ordinary peace times, a government bond issue must be sold as 
an investment proposition. A commercial bank is not mfluenced in 
Its purchase of federal bonds by the consideration that the proceeds 
will provide work relief or farm aid. Nor does an insurance com- 
pany or a fraternal organization invest part of its reserves in the 
bonds of some city or county because the former intends to build 
a school or the latter a stretch of motor highway. Normally, a gov- 
ernment bond IS bought upon the same considerations that influence 
investment purchase of other securities. These considerations, to be 
discussed more fully m the next chapter, are (1) the yield of the 
bond, (2) special incidents that may affect its yield, (3) redemption 
provisions and other security elements, (4) the maturity of the loan, 
and (5) the credit standing of the issumg government as determined 
by its record of past default and the probability or possibility of de- 
fault upon the issue in question. 

Normal marketing channels 

The federal government normally sells its debt issues directly to 
banks and institutional mvestors. A few states and large cities have 
also had some success m this direction. Most state and local govern- 
ments, however, must utilize the services of investment houses to 
market their bonds. 

Federal borrowing technique starts with an estimate by the Treas- 
ury of the yield or interest rate which must be attached to an issue 
to accomplish its floatation in view of current market rates and con- 
ditions. Tradition and prestige demand that every federal offering 
be oversubscribed. This involves a slight generosity in yield rate— 
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but not too much, since the Treasury would thereby obligate itself to 
extra interest payment for a uselessly large oversubscription. 

When the offering yield rate has been determined to a minute 
fraction of a per cent — by face interest rate in relation to offering 
premium or discount m the case of bonds and notes, by discount 
alope m the case of bills — the Treasury, through the federal reserve 
banks which act as fiscal agents m the transactions, sends a descrip- 
tion of the issue and subscription blanks “ to a long list of potential 
institutional and mdividual purchasers With the usual oversub- 
scription before it, the Treasury allots the issue, each subscriber re- 
ceiving an allotment pro rata to his origmal subscription Small 
subscribers are sometimes allotted the full amounts of their subscrip- 
tions 

A state or local government marketing a debt issue through an 
investment house does not follow quite the same procedure. An 
interest rate is established at the nearest half or quarter per cent 
approximation of the market yield rate for the issue. In many cases 
the government must choose the nearest fractional interest rate above 
the probable yield rate, smce state constitutions and statutory limi- 
tations frequently forbid the sale of a debt issue below par. Next it 
advertises to the mvestment houses which handle issues of the type 
It wishes to float, and asks for competitive sealed bids on all or part 
of the issue. Bids are made m the form of offers of premiums over 
the par value of the bonds, and the issue is sold to the investment 
house or syndicate of underwriters makmg the best bid. Resale by 
the underwriters to ultimate customers at a higher premium to give 
them a profit is the problem of the underwriters, not of the borrow- 
ing government. Resale spread on government bonds is generally 
quite narrow, but municipal bond distribution has come to be a 
highly skilled low-cost technique, and a coordinated series of job- 
bers, wholesalers, and retail distributors all squeeze a profit from this 
mar gin. Small issues of minor governmental units are sometimes 
handled by local commercial banks which are able to negotiate a 
local sale. 

2 Sample federal bond subscription blanks are presented m Appendix I, pp. 851-853 
of this volumct 



652 


PRINCIPLES OF GOVERNMENTAL BORROWING 


“Patriotic” loans 

In tunes of war and other national emergencies, the federal Treas- 
ury may reach beyond the normal bank and mstitutional market for 
Its securities, and endeavor to sell an issue or a series of issues di- 
rectly to individuals, poor and rich. Two reasons motivate this ac- 
tion. (1) A proposed bond issue may m all its details be quite ac- 
ceptable to the regular mvcstment market, but its size may be too 
great for easy absorption. Appeal to patriotic sentiment can direct 
the sale of the issue mto channels which could not have been reached 
through the ordinary investment approach, and thus permit the float- 
ing of the larger issue Personal purchase of government bonds, 
ordinarily a minor item, can be whipped up mto an important sup- 
plementary market, or even a temporary major market. (2) By in- 
ducing the civilian population to buy bonds during a war period, 
the government thereby deprives them of purchasing power which 
they would otherwise employ to buy consumption goods of all kinds. 
Production of these consumption goods would utilize materials and 
employ labor needed for the armament effort associated with the 
war or defense situation. Thus a borrowing program directed to 
the people of the country performs the double service of providmg 
the federal government with needed funds, and reducing civilian 
demand that would compete with the government’s war demand. 

A special technique is needed to sell billions of dollars of war or 
defense bonds to millions of people who are not accustomed to bond 
buying and who would rather use their available funds for personal 
consumption expenditure. Thousands of convenient purchasing 
centers must be provided — ^post of&ces, banks, savings banks, special 
booths at central locations. Denominations must be made conven- 
ient for the small buyer. In addition to the customary $1000 and 
$500 denominations suitable to institutional and rich mvestors, the 
bonds must be sold in units of $100, $50, and $25. Even greater frac- 
tioning can be accomplished by the instrumentality of war or de- 
fense “savings stamps” in twenty-five cent denominations, which can 
be pasted into “books” until suflScient value has been accumulated 
for conversion into a small-denommation bond. Great “drives” 
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must be instituted, with posters, radio addresses, public speakers, and 
newspaper publicity, to whip up patriotic sentiment and overcome 
popular inertia. Under the drive of propaganda, laggards, by bemg 
branded “slackers,” arc shamed or coerced into buying. Properly 
planned and expertly handled, an effective “drive” can obtain bil- 
lions of dollars from- a war-excited people. 

“Patriotic” loans like the five floated by the American government 
durmg World War I and the new series begun in 1941 are an essen- 
tial element of war finance for the two reasons stated earlier. Some 
writers on Public Fmance, however, are sharply critical of them, 
charging that their failure to conform with normal investment 
standards causes a subsequent decline in the prices of the bonds, 
weakenmg government credit and mulcting purchasers of the issue. 
This criticism fails to give due consideration to the circumstances 
under which patriotic loans are floated. Smee a greater volume of 
bonds is being marketed than the normal investment market could 
possibly absorb, it is impossible for the loan to conform to “normal” 
mvestment standards. The interest rate attached to the bonds, the 
maturities, the provisions for redemption — all should be adjusted 
primarily to the popular market rather than the normal investment 
market. But because the mcidents of the loan do not conform to the 
special demands of regular investment, that market is likely subse- 
quently, when trading in the bonds begins, to place a discount upon 
the issue. Furthermore, market mterest rates tend to rise during a 
war period, so that earlier loan issues, which were based on the lower 
mterest rate, suffer a capitalization loss. 

Two precautions cap be taken to reduce the distortion that results 
when loans floated on a patriotic basis become subject to normal in- 
vestment market evaluation. (1) Obstacles can be placed in the 
way of any large-scale shift of the bonds from the original private 
holders to the general investment market. An extreme method 
would be to make them nontransferable. Such provision, however, 
might mterfere seriously with their marketability even to the general 
pubhe. The Treasury apparently accomplished much the same re- 
sult in 1941 by issuing its bonds on a discount basis — a form that 
gives a bonus to retention by the original purchaser, and prevents 
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subsequent quotations that would show that the issue had fallen be- 
low par. (2) If the war issues are given short maturities, they can 
be refunded subsequently into issues directed at the regular invest- 
ment market and conforrmng to that market’s requirements. Any 
discount that develops on the war issues while they are outstanding 
will be slight, since discounts resulting from divergence between 
yield and market rate are determined by the number of years’ di- 
vergence that has to be capitalized mto the discount. As against 
this advantage of short maturities on war loans is the consideration 
that their maturing shortly after the war ends may cause the govern- 
ment financial embarrassment if the general mvestment market is 
not suitable to refundmg operations. 

Forced loans 

Compulsory or forced loans were employed by several European 
governments during and after World War I, and agam in connec- 
tion with World War II. Heretofore they have never had any place 
m American finance. Until very recently they were viewed as the 
last desperate resort of governments whose credit had collapsed and 
which had exhausted the appeal of patriotism.® Since 1939, how- 
ever, there has been a revolution of opinion on this pomt, and a num- 
ber of economists now hold that forced loans are an essential ele- 
ment of the war finance of governments in an absolutely sound 
credit position.^ 

The argument for forced war loans is based on the proposition, 
stated earlier m this volume,® that durmg all-out war or preparation 
for war, many of the country’s productive facilities must be diverted 
from civilian production to war production. Civilian purchasing 
power available for the buying of ordinary consumption items must 
be cut down to produce a correspondence between production and 
consumption demand. Taxes should be the major wartime in- 

^This was the viewpoint taken in earlier editions of this study 

^ See John M Keynes, How to Pay for the War (Harcourt, Brace and Coi, New York, 
1940), Chs, V, VI, and vm, and William J Shultz, Ftscal Posstbihues for National De- 
fense (Conference Board Studies in the Economics of National Defense, No 6, New York, 
1940), pp 6-8 

® Sec p, 44 of this volume. 
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strument for absorbing civilian purchasing power. But taxes alone 
cannot accomplish the full reduction necessary. Voluntary “patri- 
otic” loans can effectively absorb civilian purchasing power so long 
as the pressure is not too intense. But economic mobilization for 
modern warfare requires an absorption of civilian purchasing power 
beyond the power of voluntary loans. When buying a government 
bond means that a family will have to sacrifice Sunday auto-driv- 
ing, or forego a new radio when the old one is wearing out, or go 
without new clodies when the old are threadbare, there are many 
who simply will not buy the bond in spite of all patriotic pressure. 
Yet it is just these very consumption sacrifices that must be com- 
pelled if war effort is to be successful The forced loan compels 
all to make these sacrifices, where the voluntary loan makes a plea 
that many fail to heed. And, from another point of view, the forced 
loan is fairer than the voluntary one, since it distributes the sac- 
rifice over the entire population, whereas the voluntary loan per- 
mits “slackers” escape their share of the nation’s burden. 

A forced loan would require a special technique for its admm- 
istration. For England John M. Keynes suggested that every in- 
dividual should deposit a compulsory quota of savmgs, graduated 
accordmg to mcome, in savings accounts which would be made 
available to the government.® This method might not be effective 
in the United States, but there are other and perhaps better pos- 
sibilities. The machinery for collection of the payroll taxes could 
be used for a federal forced loan. Employers would deduct a uni- 
form or graduated fraction of all wages and salaries to be paid 
over to the government, the wage- or salary-earners would receive 
certificates or bonds for the amount so held back. Other recipients 
of income could be reached through their federal income tax re- 
turns; in addition to the tax on their income, they would be re- 
quired to subscribe a graduated proportion of their incomes for 
bond purchases. 

A forced loan program of this type would have two advantages 
over any attempt to accomplish full reduction of consumption 


® Keynes, op cit , pp 43-44 
^ Sec p 465 o£ this volume 
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income by taxation. (1) Special circumstances of the holder of 
forced-loan securities could be taken into account m a way impos- 
sible under taxation. An individual who needed funds for debt 
service, medical payments, or other purposes not mvolving con- 
sumption expenditure, could be permitted, upon proper showmg 
of the necessity, to sell his bonds back to the government and thus 
obtain the needed funds. Similarly a corporation that needed funds 
to enlarge its capacity for essential war or defense operations could 
resell the bonds it had previously been compelled to buy. (2) If 
a stimulation of consumer purchasmg is desirable in the economic 
dislocation following the cessation of war, the government can 
promote such stimulation by refunding the forced-loan bonds and 
thus providmg millions of individuals with lump sums for con- 
sumption expenditure. The funds for such refunding would be 
provided by the sale of a new issue to commercial banks and the 
federal reserve banks, which would create the credit for such 
purchase. 

\ 

ECONOMICS OF GOVERNMENTAL BORROWING 

Governmental borrowing and debt redemption differ in their 
economic effects accordmg to whether the loans are marketed 
withm the territory of the borrowing government or are sold out- 
side its jurisdiction. The economic effects further differ according 
to whether the proceeds of governmental loans are expended at 
home or abroad. To facilitate analysis of the complicated elements 
of the problems involved, consideration will be given first to 
“domestic” loans — those marketed at home, and second to “foreign” 
loans — ^those marketed abroad. 

Floating domestic loans 

The proceeds of a domestic loan may be spent either withm the 
territory of the borrowing government, or outside its jurisdiction. 
In this country the former is the more common situation, and will 
be considered first. 

When a. government raises funds by a loan, it thereby aicquircs 
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a given purchasing power. If the funds lent by the bondbuycrs 
would otherwise have been utilized to purchase consumption com- 
modities or would have been invested in the creation of new capital 
goods, the increase of government expenditure by the amount of 
the loan will not affect the total of purchasing power coming upon 
the market, since private expenditure will be correspondingly re- 
duced. The government will buy certam items which the individual 
or institutional investors would not have purchased, and vice versa, 
so that distribution of purchasing demand and production activity, 
and hence price relationships, may be altered, but the general price 
level will remain the same. If investment funds which would 
otherwise have gone into the creation of new capital properties 
are diverted to government use, private business expansion may 
be checked. If only “excess savings” — the excess of savings over 
and above what is needed for business expansion — are absorbed 
by the government, then the effect of the borrowmg is to check 
capital inflation. 

In their effects, most state and local borrowings may conform 
closely to the analysis above. But federal loans and some state and 
local borrowings do not produce a complete diversion of purchas- 
ing power from bondbuyers to governments. As already indicated, 
commercial banks are important purchasers of federal bonds and 
of some state and local issues. When commercial banks and fed- 
eral reserve banks buy government bonds, they make their pur- 
chases with credit funds which they themselves create. Payment 
IS made by establishing a deposit to the credit of the borrowmg 
government. Thus the government obtams purchasing power, 
while the people surrender none, and a double demand for goods 
and services comes upon the market. As the government expends 
the proceeds of the loan, the government deposit is transferred to 
private accounts. The total of bank deposits, as a monetary 
medium, is increased. Furthermore, some portion of the govern- 
ment bonds bought by mdividuals and business corporations is 
generally used as collateral for bank loans which otherwise could 
not be negotiated, so that these bondbuyers regain part of their 
previous purchasing power through an expansion of bank credit. 
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The lending individuals and the borrowing governments are able 
to bid against each other for commodities and services. 

If there is a substantial margin of unused productive capacity 
and unemployed personnel during the period when the proceeds 
of a loan are spent, this expansion of purchasing demand through 
sale of government bonds to banks or through banks lending upon 
bonds bought by individuals may induce a correspondmg expan- 
sion of production with but little effect on prices. This was the 
major effect of the sale of federal bonds to commercial banks during 
the 1930’s. But if business activity is already at a peak, the dupli- 
cation of demand can only react on prices and produce an infla- 
tionary rise. This was the effect of the federal government’s sale 
of Liberty Bonds during 1917 and 1918 with its slogan of “Borrow 
and buy,” and with the commercial banks encouraged to lend to 
individual buyers almost the full amount that they expended on 
the bond purchases. The increase in deposit money that results 
from sales of government bonds to commercial banks and from 
bank loans to bondbuyers, already noted, provides a monetary 
foundation for either expanded business activity or an mflationary 
price rise, according to the state of business activity at the time. 

If the proceeds of a domestic loan are expended abroad, as during 
World War I when the federal government spent part of the war 
loan proceeds for services and supplies purchased in France, a dif- 
ferent situation results. The borrowing government does not enter 
the domestic market as a bidder for services and commodities. 
Unless the entire bond issue has been sold to commercial banks 
and bought with created credit, domestic bondbuyers do not en- 
tirely recover the purchasing power that they have lent to the 
government. Some bondbuyers treat their bonds as a pure mvest- 
ment and do not seek to borrow upon them; to the others the banks 
will lend back only a portion of the value of the bonds. Hence 
private purchasmg power is reduced, without any offsettmg increase 
of domestic government buying. The effect of such a loan is to 
ease buying pressure on the domestic market, and this may tend 
to offset an inflation promoted by other factors, or foster a defla- 
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tionary trend, or cause a recession of business activity, according 
to current business conditions. 

Besides these direct financial effects of expending abroad the 
receipts from a domestic loan, there are interesting reactions upon 
international finance, which can be indicated only superficially here. 
The government’s purchases abroad create an extra volume of ex- 
change bills upon Its own financial centers. The effect is the same 
as though an equivalent value of imports had been superimposed 
upon the normal balance of trade and payments of the country 
making the foreign payments. Other things being equal, the in- 
ternational exchanges will turn agamst its currency. If no inter- 
national stabilization of exchanges is operating, there will be an 
export of gold (if gold is enjoymg free international movement), 
or a stimulation of its exports. In the case of the American gov- 
ernment’s expenditures in France during World War I, these in- 
ternational financial effects of the loans were obscured by the 
artificial status of international exchanges at the time. 

Floating foreign loans 

If a government floats a loan abroad and expends the proceeds 
within Its own borders, the resultmg inflation is greater than when 
a domestic loan is expended at home, because no purchasmg power 
whatsoever is absorbed withm the borrowmg country to offset tlie 
purchasing power acquired by the government. The government 
uses this additional purchasmg power to bid against its own citizens 
for services and materials. And smee these citizens have surrendered 
none of their origmal purchasing power by reason of the loan, 
they contmue their attempts to purchase materials and services 
accordmg to their original desires. Competitive bidding between 
the government and its citizens must either expand domestic pro- 
duction, or force up prices sufficiendy to expel enough private 
demand from the market so that the government can satisfy its 
needs; current busmess conditions— whether the industrial structure 
is operating at full or partial capacity— will determine if the effect 
js to increase prices or promote business. 
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In this case also an interesting secondary effect in the field of 
international finance appears. The proceeds of the foreign loan 
can become available to the borrowmg government only by the 
sale of drafts upon the foreign deposits now made available to it. 
The effect is exactly the opposite of the case previously considered; 
international exchanges turn favorable to the currency of the bor- 
rowmg country, so that there is a tendency for gold to move in 
and for imports to increase. 

Funds borrowed by a government from abroad and expended 
abroad do not affect domestic business activity, and cause neither 
mflation nor deflation. Domestic markets are not affected either 
by the floating of the loan, or by the expenditure of the funds de- 
rived from the loan, nor is there any influence on the international 
exchanges. 

Redeeming governmental loans 

Usually, the economic effects of redeeming or retiring a gov- 
ernmental loan are the inverse of those produced by its floatation. 
If governmental funds expended in this country were origmally 
obtained by a loan abroad, repayment mvolves withdrawal of pur- 
chasing power from domestic consumers or mvestors and its transfer- 
ence out of the country. An element of purchasing power is by 
taxation definitely absorbed from the domestic market, and it is 
not replaced by any substitute demand. This is likely to mduce 
deflation, which offsets the business stimulation or inflation orig- 
inally caused by the borrowing and expenditure of the funds. 

Just as the business stimulation or inflation produced by a domes- 
tic loan IS less marked than that induced by a foreign loan, so the 
retirement of a domestic loan produces a less marked deflation. 
Some, commodity price and credit deflation, however, is almost 
certain to accompany the redemption of a domestic loan. True, 
the purchasing power which the government draws from its tax- 
payers is paid out to the bondholders whose bonds are redeemed. 
But if these bondholders were commercial or federal reserve banks, 
the redemption merely converts a bank investment mto an addi- 
tional clement of bank reserve, without creating new purchasing 
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power to replace that surrendered by the taxpayers. If the bond- 
holders were individuals or institutional investors, they may use 
the repayment fund for current expenditure or new investment, 
which will offset the deflationary effect of the taxes. But to the 
extent that any of these bonds had previously been used as col- 
lateral for loans, their redemption adds little to the actual purchas- 
ing power of the former bondholders. 

Converting governmental loans 

Because of the different economic effects of floating loans to 
individuals or to banks, and of retiring loans held by individuals 
or by banks, the federal Treasury can exercise considerable in- 
fluence on the trend of business activity by its debt conversion 
operations. If, after a war, it calls m a loan originally sold primarily 
to individuals and still largely held by them, the effect of such 
retirement will be to bestow a tremendous volume of new pur- 
chasing power upon the country. If the Treasury can obtain the 
funds for this retirement without absorbing purchasing power 
from any other source, the country will en 3 oy a powerful busmess 
or price stimulation. Marketing of a new issue to the commercial 
banks offers the Treasury the perfect opportunity to acquire funds 
without absorbmg purchasmg power. Of course, in some future 
time when the new issue bought by the banks is retired, there will 
be a loss of purchasmg power. However, through its control over 
the time element m conversions and retirements, the Treasury can 
accommodate its debt management program to the economic situa- 
tion of the country, and make it a positive rather than a negative 
factor in economic control. 

YIELD ON GOVERNMENTAL BONDS 

The “price” which bondbuyers receive for lending their funds 
to a government, the “price” which the borrowing government 
must pay for a loan, is generally expressed m terms of the “yield” 
of the bonds. “Yield” takes three factors mto consideration: (1) 
the “face” rate of mterest, (2) calculated against its selling price, 
which may mvolve either a discount or a premium on par value, 



662 


PRINCIPLES OF GOVERNMENTAL BORROWING 


(3) with an allowance for annual amortization of the discount 
or premium. A nine-year 3J4 cent bond sold at 94.58, for 
example, would have a yield of 4.23 per cent 

Yields on government debt issues marketed withm the past 
twenty-five years have ranged from a minute fraction of one per 
cent to over eight per cent Chief among the many factors which 
contribute to this wide range of “yield” prices for government 
securities are the credit standing of the borrowing government, the 
maturity and redemption terms of the issue, tax exemption and 
other special incidents, the trading market which will exist after 
issuance, and the current market rates of mterest. 

“Credit standing” of a government is the mvestment market’s 
estimate of the probability of its making full interest payment on 
debt odermgs and ultimately redeeming them in cash exactly ac- 
cording to the face terms of the debt mstruments. The higher a 
government’s credit standing, the lower is the yield its bonds need 
carry. An outstanding consideration is the economic resources of 
the territory embraced by the borrowing government relative to 
its outstandmg debt. With all the resources of the nation to draw 
upon, the federal government enjoys an unparalleled advantage in 
this respect; so its issues bear the lowest yield. State governments 
generally are better off than any of their local units. Obviously 
a wealthy community has greater leeway in imposmg debt-service 
taxes on its residents than one whose inhabitants are on a bare 
subsistence level; default on bond mterest or redemption by the 
latter government is much more likely than' by the former. And 
other thmgs being equal, a community with a small debt is better 
able to service it than one with a large debt. Investment manuals 
covermg government issues mform their readers m mmute detail 
as to population, assessed valuations, tax rates, tax and debt limita- 
tions, and outstanding issues of all state governments and most 
local units. The investment market studies this information and 
msists on yield variations to cover these differences in bond safety. 

Another consideration which affects governmental credit stand- 
ing is the prior debt record of the community. If it has once de- 
faulted on an issue, with or without justification, it is thereafter 
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branded with the stigma of irresponsibility Rightly or wrongly, 
Its issues are stricken from the “approved” lists for savings banks, 
trusts, and other regulated mvestments. To overcome the prejudice 
against them, subsequent debt issues, if they can be placed at alk 
must bear high yield rates. State and local governments in the 
South are still compelled to issue high-yield bonds because they 
repudiated their “Reconstruction” debts during the 1870 ’s 

The maturity term of a debt issue also afEects its yield in a num- 
ber of ways. The longer the term of a bond issue, it might be 
thought, the greater the probability that intervening events might 
interfere with eventual redemption; hence the risk would be greater 
and the yield higher. But this consideration may be offset by 
others. Most institutional mvestors prefer to keep their reserve 
funds invested as long as possible in a known safe issue, and dis- 
tmctly dislike the trouble and risks mvolved in frequent turnovers 
of their portfolios; they may be willing to take a slightly smaller 
yield for a longer term of a safe issue. Furthermore, if the bond 
issue floated has a high yield rate because current interest rates are 
abnormally high, the longer its term — ^and hence the longer the 
continuation of its high yield through later years when current 
mterest rates will , probably have fallen — the more willing are m- 
vestors to take a yield rate under the current market level. And 
contrariwise, if the issue is floated with a low yield in a period of 
abnormally low current interest rates, investors will demand some- 
what more than the current yield rate to assure them a reasonable 
average return over the entire life of the issue. 

Tax exemption and any other special benefit feature of a gov- 
ernment debt issue of course lowers the yield basis of the issue m 
accordance with the measurable value of the incident. Yield on 
federal issues is unquestionably mfluenced by the circumstance that 
h ank examiners favor them in bank portfolios, and that they are 
par collateral for membet-bank borrowing from federal reserve 
banks. 

Presence of a continuous trading market in a government’s securi- 
ties after they are issued gives them an element of “liquidity” 
highly valued by many classes of investors. This is reflected in the 
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lower yield accepted. Although the holder is not compelled to 
release his bonds until their maturity dates, he knows that he can 
sell them at any time without special, substantial loss. Listing on 
one of the stock exchanges is the most valued trading privilege 
for a public bond, since it ensures absolute and immediate liquidity 
at all times. Only federal issues enjoy this privilege. Constant 
over-the-counter dealings in many state and local bonds outstanding 
in large blocks give them relative liquidity. But no organized 
tradmg market exists for the small issues of many thousands of 
mmor communities and they often become relatively “frozen” 
mvestments immediately after initial placement; buyers can usually 
be found for such issues at any time through brokers who specialize 
m “municipals,” but only by substantial sacrifice in sales price. 

Finally, underlymg all mdividual variations in “yield prices” of 
government securities is the common factor of current interest 
rates. Like any other borrowers, governments must pay more foi 
their borrowings when investment funds arc “dear” than when 
they are “cheap.” Three-year Treasury notes issued in the summer 
of 1921 bore 5% per cent mterest, for example, as agamst 454 pcr 
cent on identical notes issued in 1922 When the market rate fell 
m the 1930’s, short-term federal issues could be sold with a yield 
of a fraction of one per cent. The yield rate on Treasury bill offer- 
ings frequently changes fractionally from issue to issue as short- 
term money rates vary. In the case of state bonds, there was a 
persistent reduction of yield rates durmg the 1920’s and 1930’s; 
whereas m 1921 the range was from four per cent to over six per 
cent, in 1938 it was from one to four per cent, with nearly half of 
the issues sold at two per cent or under. 

State and local governments have no choice but to adjust the 
yields of their bond offerings to market conditions. The federal 
government, however, can to some extent control market mterest 
rates to suit its borrowmg needs. Treasury policy is an influential 
consideration to the governing body of the Federal Reserve System, 
which determines federal reserve rediscount rates. These at times 
are a controlling factor on current money rates, which m turn are 
VI indirect influence on investment fund rates. In 1919, for ex- 
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ample, when all banking considerations dictated prompt and sharp 
mcrease of rediscount rates, the Federal Reserve Board held them 
low in order that the Treasury, might market its $4,300,000,000 
Victory Loan at 3 % and 4% per cent instead of a probable 5 or 6 
per cent. More than once subsequently. Federal Reserve acts or 
announcements have obviously been timed to help, or at least not 
hinder, some Treasury debt action. 
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Governmental Debt Management 

The possible variations in the detailed provisions of a govern- 
mental debt issue are almost infinite. The terms of governmental 
loans may range from a few days to perpetuity. Various assur- 
ances that the bonds will be redeemed at maturity may be provided 
— a smking fund may be set up, the issue may be serially retired 
during its term, higher units of government may guaranty or under- 
write the issues of subordmate units. An issue may be “sweetened” 
by tax exemption and other bonus provisions to make it more 
marketable or to hold down its yield. 

All of these variations affect the mvestment character of govern- 
ment debt issues and influence their yields. Also they produce 
various costs or savings, various conveniences or inconveniences, for 
the issuing government. If the oflScials who are responsible for 
the borrowmg policy of a government unit exercise an intelligent 
choice among the many possibilities open to them, the outstanding 
debt of their government will be maintained in convenient man^ 
ageable form, its credit standing will be high, and the yield cost 
of Its borrowing will be held down. The penalty for poor public 
debt management may occasionally be fiscal stringency to the point 
of bankruptcy, and is certam always to be a higher cost of bor- 
rowmg. 


MATURITIES OF GOVERNMENTAL LOANS 

Governmental loans are marketed with maturities of three 
months, six months, nine months, one year, two years, five years, 
and higher year multiples. In their legal incidents, there are no 
distmetions between governmental loans vyith long maturities and 
those with short maturities. The maturity of a governmental loan, 
however, has a marked relation to its fiscal use, For the purposes 
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of this section, governmental loans are divided according to their 
maturities as of date of issue into “long-term” loans, with maturities 
over five years; “mtermediate” loans, with maturities over one year 
but not more than five years; and “short-term” loans, with maturi- 
ties of a year or less. 

Perpetual loans 

European governments have frequently issued bonds without 
definite maturities but with provision permittmg the government 
to call them m after a stated period Such issues need not be 
redeemed unless and until the government finds it convenient to 
do so. A government carrying a “perpetual” debt need never make 
an appropriation for debt retirement or for smking fund charges; 
yet It can never technically be m default as to the principal of its 
debt. But since the borrowing government is under no pressure 
to redeem such loans, it is not likely to make special provision for 
their redemption; with the result that the debt does m fact tend 
to become permanent, thereby weakening the future credit of the 
government. 

American governments have rarely avowedly incurred permanent 
debts.^ Much of the local debt, however, has the character of 
permanent debt because of the practice of issuing bonds with matu- 
rities adjusted to the life of the improvements they are mtended 
to finance. If thirty-year bonds are issued to cover the construction 
of a highway expected to last thirty years, a new bond issue to 
finance replacement of the highway must be floated as soon as the 
old issue is paid off. Thus, as long as any particular improvement 
IS maintamed, an item of local debt must be continued. Successive 
refundings of state and local obligations for which no adequate 
retirement provision has been made have also had the effect of 
burdening the governments iavolved with a quasi-permanent debt. 

When the National Banking Acts of 1863 and 1864 required the 
deposit of federal bonds for the issue of national bank notes, con- 

^The single American example o£ the European type o£ nonmattiring governmental 
loan was the federal $600,000,000 Consolidated Debt (“Consols”) of 1930, floated in 1900, 
and redeemable after 30 years, but without any specified maturity date This issue was 
retired in 1935 as an incident of eliminating national bank notes from the currency system 
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tinucd maintenance of a substantial federal debt was made an 
element of the country’s currency system — at least, while national 
bank notes remained a part of the currency system. With the 
elimination of the national bank note circulation m 1935 and 1936, 
this awkward “freezmg” of the “currency-privilege” federal debt 
was ended. But the Social Security Act of 1935 opened a new and 
wider possibility of perpetuating federal debt. This act provides 
that Congress shall make an old-age benefit appropriation each 
year. Any excess of this appropriation over current withdrawals 
is to be set up as a reserve fund, to be invested m federal debt 
obligations. Under the 1939 amendment to the Social Security 
Act, if Congressional appropriations to old-age benefits each year 
continue to approximate the amount received in payroll tax re- 
ceipts, the reserve fund will equal |12,000,000,000 by 1955. Unless 
the provisions for old-age benefit financmg are subsequently 
changed, the federal government stands committed to accumulate 
and maintain $12,000,000,000 of debt outstanding m perpetuity. 

Long-term loans — “callable-term” provision 

Except for the so-called “Consols of 1930,” the federal Treasury 
has always set a definite maturity date for its bond issues. The 
shortest bond term ever set, as distmguished from intermediate- 
term note issue, was eight years for the 3 % per cent Treasury bond 
issue of 1933; the longest was fifty years for the 1911 Panama 
Canal loan. But in addition to a maturity date, nearly all federal 
bond issues since 1862 have carried an earlier “call” date. Thus, 
in 1862 the Treasury was authorized to issue $500,000,000 of 6 per 
cent bonds which would mature m twenty years, but would be 
“callable” in five. A later Civil War issue was made “callable” 
in ten years, redeemable in forty. The first Liberty Loan bonds 
had to be redeemed in 1947, but could be “called” any time after 
1932. All Treasury bonds issued during the 1920’s and 1930’s have 
a spread of two to ten years between the “call” and maturity dates. 
Twenty states have upon occasion issued “callable-term” bonds dur- 
ing the past two decades. A few of the larger cities also borrow 
by means of these “callable-term” bonds. 
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As previously indicated,* callable-term bonds facilitate conversion 
operations to save interest or smooth out retirement operations. 
Even where no conversion intervenes, callable-term issues make 
debt retirement easier than fixed-term issues, since the government 
has an optional period of several years durmg which to redeem 
or not accordmg to its fiscal circumstances. The investment market 
does not care for callable-term bonds smee they mtroduce an ele- 
ment of imcertainty into yield-basis calculations of premiums and 
discounts. Market dislike translates itself into insistence upon 
slightly higher yields for callable-term than for fixed-term bonds' — 
yield on callable local bonds was one-twelfth higher than on fixed 
term bonds durmg the 1930’s.® An exaggerated view of the im- 
portance of this consideration has apparently discouraged state gov- 
ernments from issuing callable-term bonds as often as they might, 
with the result that they have lost heavily by being unable to take 
advantage of favorable developments in the bond market. Local 
governments are generally prevented from issumg such bonds by 
constitutional and statutory limitations. 

Long-term loans — ^maturity period 

Most state and local bonds are issued to finance capital projects, 
either enterprises or non-revenue-yielding buildings and properties. 
At the present time the principle is widely accepted in many 
quarters that the life of the improvement is the proper maturity 
for the debt financing that improvement. Since future genera- 
tions as well as the present generation will benefit from the im- 
provement, it is argued that the payment for it should be spread 
among all who benefit. Accordingly, during the 1920’s and 1930’s, 
state bonds were issued with maturities up to and over fifty years, 
with a median period of fifteen to twenty years 

This is a mistaken view.^ As indicated above, the adjustment 
■of governmental loan maturities to the life of the improvements 

^ See p 646 of this volume 

® Committee on Muniapal Debt Adminutrationj The Call Feature tn Mumapal Bonds 
(Municipal Finance OfiBcers Association, Chicago, 1938), p 12 

*Scc Paul Studensky, FuHtc Borrowing (National Mumapal League, New York, 1930), 
Ch VI 
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tends to result m a perpetual debt. Under this system, govern- 
mental debt piles up rapidly until it reaches the constitutional or 
statutory limit; then, no matter how vital the need for further 
improvements, they cannot be constructed. Since every dollar of 
public improvement is offset by a dollar of governmental debt, 
constitutional or statutory limitations on state or local borrowmg 
become limitations on the value of die public improvements which 
can exist at any time. Nor does this prmciple take account of 
circumstances in the credit market. When mterest rates are low, 
a government may be justified in borrowing for a long term, but 
when mterest rates are high the maturity of its borrowings should 
be short if it is not to be saddled with heavy interest charges over 
a long period of years. While the life of an improvement financed 
by a state or local loan may be properly viewed as settmg a maxi- 
mum maturity for the loan, a shorter maturity is often preferable. 

A program of borrowing to finance only the excess of a year’s 
capital expenditures over a minimum covered by a tax levy, rec- 
ommended m an earlier chapter,® runs flatly counter to the theory 
that the maturity of a government loan should be measured by 
the life of the improvement it finances. Excess-capital-expenditure 
loans would apply to no particular improvement. The cost of 
paving streets, building schools, and constructmg parks would be 
lumped together, although the schools might outlast the streets, 
and the parks would oudast both. Such indebtedness would cover 
part of the cost of capital construction undertaken durmg the 
course of the year, rather than the entire cost of paving some 
street, building some school, or constructmg some park. There 
would be no particular improvement to whose life the maturity 
of such loans could be related. Instead, their maturities would be 
determmed by such factors as the maturities of the borrowing 
government’s outstanding loans and by the possibility of future 
changes in interest rates.® 

® See p 642 of this volume 

® Carl H Chatters and Albert M Hillhousc, Local Pfht Administration 

(Prenticc-Hall, New York, 1939 pp 23-24 
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Intermediate loans 

Intermediate borrowings, with maturities from one to five years, 
are comparatively recent m American federal borrowing. Inter- 
mediate borrowing has very limited uses, but withm these limits 
this form of borrowmg is most useful. When an emergency or 
war loan is certain to be the last of a series, and it is probable 
that efforts will be made within a few years to refund the debt 
resultmg from the emergency or the war, a loan of mtcrmediate 
duration simplifies the subsequent refundmg procedure. Thus the 
federal government very properly made the Victory Loan of 1919 
redeemable in four years and callable m three. A large proportion 
of the federal borrowmgs during the 1930’s likewise took the form 
of intermediate-term notes. 

Intermediate debt also permits early payment of a portion of 
an outstanding governmental debt after it is refunded. In its 
refundmg operations durmg the 1920’s, the federal government 
set up a portion of its debt in the form of Treasury notes, some 
(series A, B, and C) maturing in five years and callable m three, 
others (the adjusted service, civil service retirement fund, and 
foreign service retirement fund notes) maturing m five years and 
callable in one year. 

Intermediate loans are also used occasionally by some city gov- 
ernments. A city whose outstandmg debt is in the form of call- 
able-term bonds may discover a favorable opportunity to convert 
a portion of such debt by floating a new loan at a lower rate of 
interest. To insure contmued retirement durmg the years imme- 
diately following the conversion, part of the new loan may be of 
intermediate duration. A city operating on a “pay-as-you-go” pro- 
gram may also resort to serial loans of mtermediate maturities when 
exceptional emergency expenditures cannot be met from current 
revenues. 

Short-term loans 

Short-term governmental borrowing takes various forms: short- 
term certificates or notes sold to banks or other investors, bank 
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loans, warrants paid out in place of cash, and unpaid bills and 
claims. Short-term borrowmg is properly employed, as already 
explained,^ to smooth out irregularities between expenditure and 
income flows, and to finance a government temporarily during 
a period when tax receipts unexpectedly fall off. Some cities have 
also found it more convenient to finance the construction of a 
series of improvements by short-term borrowings, subsequently 
fundmg them into consolidated long-term debt, than to float a 
separate long-term issue to finance each mdividual improvement. 

In 1917 the federal Treasury was authorized to issue temporary 
certificates of indebtedness up to a total outstanding debt of 
$10,000,000,000. Later the permissible total was mcreased to 
$20,000,000,000. During the war years, the Treasury used tem- 
porary certificates to obtain funds as needed in anticipation of the 
Liberty and Victory Loans, retiring outstanding certificates from 
the proceeds of each loan. Certificates were again employed during 
the 1920’s to obtain current funds between quarterly mcome tax 
payments. Since 1929, a new form of short-term debt instrument, 
the Treasury bill sold on a discount basis, has been utilized as the 
flexible element in the federal debt structure; over $1,600,000,000 
of such bills were outstanding on June 30, 1941. 

Some state and city governments are also able to sell short-term 
bills, certificates, notes, or “revenue bonds” to the investment mar- 
ket. Recent statistics on this subject are not available, but at latest 
report, as of 1938, state governments had less than $75,000,000 of 
such short-term debt outstandmg. The 1938 short-term debt of 
cities with populations over 100,000 was over $400,000,000. 

A warrant is a departmental order to a governmental disbursmg 
officer to pay the holder m accordance with the terms of the war- 
rant. It IS an established part of the financial administrative ma- 
chmery, and if properly used is not subject to criticism. Many 
local governments, however, findmg themselves pressed for cash, 
make their warrants payable in three or six months instead of on 
demand. In some cases the warrants are made payable out of 
some subsequent tax receipt. Holders of such warrants are in effect 


^ See p, 644 of this volume. 
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compelled to extend credit to the government for the term of the 
warrant. They may discount the warrants at local banks, but not 
for their face value. All parties havmg business dealings with such 
governments, except their salaried employees, take this circumstance 
mto account, and make a corresponding addition to their charges. 
The practice of allowing bills to go long unpaid leads to similar 
excess charges. Financing a government by means of warrants 
payable in the future or by unpaid bills is unprincipled, costly, and 
without excuse. 

REDEMPTION PROVISIONS AND OTHER SECURITY 

ELEMENTS 

Bonds of two governmental units, alike in all their incidents, may 
sell at widely variant yields. The explanation is the “credit stand- 
mg” of the two governments — the respective probabilities that each 
will redeem its bond issue in full on the date of maturity Part 
of a government’s credit standing is its past record of default or 
absence of default. Part is the mvestment market’s estimate of the 
relationship between the debt burden of the government and its 
capacity to carry that burden. But part of the market estimate of 
a government bond issue turns on the issue itself — provisions made 
by the government for accumulatmg funds to retire the issue at 
maturity, “earmarked” revenues, and other safeguards that reduce 
the likelihood of default before or at maturity. 

Default 

Default is an unthinkable and unmentionable contingency in 
public credit, but — ^it happens. The federal government has never 
been put to the shame of default But seven states fell temporarily 
behind in interest payments on their debts in 1839 and 1840; during 
that depression period, Mississippi and the territory of Florida re- 
pudiated outright the prmcipal of two bond issues. During the 
1870’s ten southern states repudiated $115,000,000 of state debt m- 
curred by their “carpetbag” governments in the preceding “Recon- 
struction” period. And three states fell behind on debt service 
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payments in 1933. Local governments beyond count have willfully 
or unwillingly defaulted during the past hundred years, particularly 
in depression periods. Because of prior overborrowing, and revenue 
deficiencies resultant from depression, over 3000 municipalities were 
in arrears as to interest payments or were unable to pay due prm- 
cipal in 1935. As of February 1, 1941, 1261 were still in default. 

Outright repudiation of a debt issue is an irreparable blow to 
a government’s credit, and usually every attempt is made to avoid 
It. Where cash is not available for interest payments, a government 
tries to persuade its bondholders to accept scrip, redeemable after 
some stated period. Where constitutional difficulties prevent scrip 
payment of interest, and default is inevitable, the debtor govern- 
ment endeavors to repair the injury as soon as possible by the 
payment of back interest. Defaults on principal have often been 
avoided by refunding issues. When avoidance of default proves 
impossible, repayment is generally made at the earliest date per- 
mitted by the debtor government’s finances. The three states re- 
ported in default in 1933 had cleared themselves by October 1935. 

As the 1929-1933 recession proceeded, it became evident that many 
of the communities slipping mto default might never be able to 
redeem in full the tremendous debts with which they had loaded 
themselves durmg the earlier years of optimism. Two types of 
remedial legislation were passed. Four states provided for court 
receiverships of defaulting municipalities. Maine, New Jersey, and 
North Carolina provided for “administrative” receivership under 
a state agency, and Massachusetts passed special receivership statutes 
for particular defaulting communities. All tliese receivership laws 
provide for the appointment of a temporary “receiver” or “financial 
administrator” to manage the finances of the defaulting community 
untd the debt default has been cleared. The second approach to 
the problem was the federal Municipal Bankruptcy Law of 1934 
which provided that, upon state authorization, adjustment and re- 
duction plans for defaulted local debts could be worked out under 
court supervision and enforced if creditors holding two-thirds of 
each class of a community’s debt and three-quarters of the total debt 



GOVERNMENTAL DEBT MANAGEMENT 


675 


agreed. The measure was held unconstitutional m 1936 ®; a second 
Municipal Bankruptcy Act passed in 1937, similar in its general 
provisions to the 1934 law but limited to a three-year period of 
operation, was sustamed by the courts.® 

Against federal or state repudiation of debt, the bondholders 
have no remedy, since suit against the federal or state governments 
is a revocable privilege accorded by the governments themselves. 
Some possibilities of action are available m case of local defaults 
In the New England states, bondholders can proceed agamst offi- 
cials’ and taxpayers’ property Elsewhere they may bring suit for 
mandamus orders to compel the levy of such taxes as are possible 
withm constitutional or statutory limitations, to raise funds for debt 
service. But this remedy is generally more effective on paper than 
in practice. The mandamus order may compel the levy of a tax 
rate, but it cannot ensure collection, and the local tax officials may 
not be able to collect the levied rate — or may choose not to collect it. 

“Credit” bonds 

A “credit” loan may be defined as one for whose redemption no 
specific statutory provision is made. Bonds of such a loan may 
have a stated maturity — ten years, twenty years, or forty years — 
or they may be callable-term bonds, but nowhere on their face or 
in the act authorizing their issue is there provision for accumulating 
any fund for then redemption upon maturity. Such bonds rest 
flatly on the credit of the issuing government. 

If a credit loan is small relative to the current budget of the 
borrowing government, a treasury balance sufficient to redeem the 
entire debt may be built up in preparation for the maturity date. 
But most bond issues are too large, relative to current governmental 
resources, to permit such practice. At best, credit loans are partly 
redeemed, partly refunded at maturity. At worst, when the due 
date occurs in a period of financial stringency, the debtor govern- 

^ Ashton V Cameron County Water Improvement District, 299 U S (1936) 619 

^ Lthdsay-Strathmore Irrigation District v Bektns and US v Bekins, 304 US (1938) 
27 ’ 
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ment must acknowledge itself in real or technical default, and 
negtitiate some sort of compromise arrangement with the bond- 
holders. 

When, as m the case of the federal government and some of the 
states and larger cities, an open market has been established for 
government debt issues, the debtor government may not have to 
wait until the maturity date to retire an issue. Current surpluses 
can be utilized to buy m parts of the issue. If the trends of interest 
rates and market values favor it, the debtor government may be 
able to purchase large blocks of its bonds below par, retiring its 
mdebtedness at a profit. Lack of foresight in planning the terms 
of a bond issue, or unfavorable market and interest rate develop- 
ments, however, may give the government no choice but to buy 
in its bonds at a premium. The federal government was in this 
position during the 1880 ’s, when it was faced with a series of large 
treasury surpluses and no part of its Civil War debt was due for 
redemption or was callable. Such prior purchases of outstanding 
bonds, either at a discount or at a premium, may so reduce the 
outstanding total- of an issue that only a small amount remains 
for retirement out of current funds at the maturity date. 

Federal bond issues have always been, for all practical purposes, 
credit loans. True, from Hamilton’s time down to the present, 
there has been a federal “sinking fund.” But appropriations to 
the fund have generally been without discernible relation to the 
amount or maturity of the loans covered by the fund. In the past, 
all federal borrowings have been retired out of current surpluses, 
the sinkmg fund appropriations themselves being treated as a sur- 
plus element. The only real security behind federal bond issues is 
the Treasury’s past debt record, which is perfect. 

During the nineteenth century, state and local governments made 
frequent credit loans, with disastrous results. Rarely was prepara- 
tion ever made for their redemption, and at maturity there could 
be no choice but to refund them for another period of years. State 
and local governments, it is now well recognized, cannot be trusted 
to issue credit bonds, and constitutions and statutes generally restrict 
them to the smking fund and serial forms. 



GOVERNMENTAL DEBT MANAGEMENT 


677 


Sinking fund bonds 

The principle of the sinking fund loan is simple. When a bond 
issue is floated, provision is made for paymg a specified annual 
amount of tax or other revenue into a “sinking fund,” which will 
be invested in various approved securities. Annual contributions 
to the smking fund are so calculated that, at the maturity of the 
bond issue, the sum of the annual contributions plus interest on the 
investment of the smking fund will exactly equal the amount of 
the bond issue to be retired. The principle of the sinkmg fund 
bond IS commendable, and a state or local sinkmg fund bond will 
generally sell higher than a correspondmg credit bond. 

Sinking fund loans suffer, nevertheless, from serious practical 
defects. Accordmg to one authority, these are; 

First, legislatures must be persuaded to make the annual ap- 
propriations regularly. If there is difficulty in balancing the 
budget and if the maturity date of the bonds is fifteen or twenty 
years in the future, legislators arc likely to be indifferent on this 
point. Second, after the fund has been accumulated, the legis- 
lature, in difficult years, may be tempted to “raid” it; that is, 
borrow from it and fail to repay the loan. Third, the adminis- 
tration of a sinking fund requires much routine clerical work 
and a considerable degree of financial judgment to insure a fair 
return, to protect the principal, and to maintam a sufficient de- 
gree of liqmdity so that cash will be available when needed. 
Fmally, since these funds are outside the stream of current funds 
and are accumulated in large sums, they present a greater tempta- 
tion to public officials who might be dishonest.^® 

Critics have generally condemned the federal sinkmg fund as 
inadequate to its purpose and unnecessary because of the federal 
government’s sound debt retirement policy. Inadequate and un- 
necessary the federal sinkmg fund has undoubtedly been, viewed 
solely m relation to the total of federal debt and federal debt re- 
tirement policy, but It has served a useful purpose. It has caused 
part of the expense of federal debt retirement to be listed as current 

10 Benjamin U Ratchford, Amencan State Debts (Duke University Press, Durham, 1941), 
p 268, see also Chatters and Hillhouse, op. ett , pp. 18-19. 
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expenditure, to be covered by current revenues. Thereby it has 
helped maintain federal tax rates agamst campaigns for tax reduc- 
tion, thus makmg possible current surpluses for debt retirement. 
This consideration was very important durmg the 1920’s, when 
popular sentiment was predominantly in favor of rapid reduction 
of war taxes rather than war debts. 

The federal government and some state and city governments 
have made an important modification in the basic principle of 
the sinking fund. Instead of mvesting sinking funds in extraneous 
securities, they use funds to buy in portions of their own indebted- 
ness whenever such bonds come into the general market Bonds 
so purchased are canceled. Good sinking fund practice demands 
that the government thereafter pay mto the smkmg fund the value 
of the interest it would have had to pay during the life of the 
canceled bonds This smkmg fund procedure has the advantage 
of preventing the formation of fluid resources which may be raided 
subsequently by the borrowing government. As appropriations 
flow into the sinking funds, they are converted into bonds of the 
borrowing government, which are. thereupon canceled. Where, 
as in many states, state or local debt limitations are based on gross 
rather than net debt, the immediate cancellation of bonds purchased 
by such smking funds reduces the outstanding mdebtedness of the 
issuing government and enlarges its future borrowmg capacity. 
The accumulation of a sinking fund of the ordmary type would 
not have this effect. 

This “self-obliterating” smkmg fund, unfortunately, has a limited 
application. It can be used only by government units havmg so 
large a total of outstanding mdebtedness that their bonds are readily 
purchasable in the general market. The federal government can 
have resort to it, as can a few of the states and the larger cities, 
but it is not available to the great majority of state and local gov- 
ernments. 

Serial bonds 

By providmg for the retirement of a bond issue in annual instal- 
ments, the necessity of a sinking fund can be avoided. This serial 



GOVERNMENTAL DEBT MANAGEMENT 


679 


retirement is the characteristic of the serial bond. If all instalments 
of principal are equal, the government’s payments for debt service 
will be heavier during the earlier years of the loan when mterest 
payments are heaviest. Instalments of the principal can, however, 
be adjusted to payments of interest so that the annual payments 
for total debt service are nearly uniform. This possibility is indi- 
cated in Table 32: 


Table 32 

UNIFORM DEBT SERVICE PAYMENTS ON A FIVE PER CENT 
$500,000 TWENTY-YEAR SERIAL LOAN 


Year 

Amount 
* Outstanding 

Principal 

Retired 

Interest 

Payment 

Total Debt 
Service 

1 

$500,000 

$15,000 

$25,000 

$40,000 

2 

485,000 

16,000 

24,250 

40,250 

3 

469,000 

17,000 

23,450 

40,450 

4 

452,000 

18,000 

22,600 

40,600 

5 

434,000 

19,000 

21,700 

40,700 

6 

415,000 

20,000 

20,750 

40,750 

7 

395,000 

21,000 

19,750 

40,750 

8 

374,000 

22,000 

18,700 

40,700 

9 

352,000 

23,000 

17,600 

40,600 

10 

329,000 

24,000 

16,450 

40,450 

11 

305,000 

25,000 

15,250 

40,250 

12 . 

280,000 

26,000 

14,000 

40,000 

13 

254,000 

27,000 

12,700 

39,700 

14 . 

227,000 

28,000 

11,350 

39,350 

15 

199,000 

29,000 

9,950 

38,950 

16 

170,000 

30,000 

8,500 

38,500 

17 

140,000 

33,000 

7,000 

40,000 

18 , 

107,000 

34,000 

5,350 

39,350 

19 . . 

73,000 

36,000 

3,650 

39,660 

20 

37,000 

37,000 

1,850 

38,851 

Total 

Annual 

average 


$500,000 

$ 25,000 

$299,850 

$ 14,992.50 

$799,850 

$ 39,992.50 


From Chatters and Hillhouse, op c^t , p 21 


As a method of state or local finance, the serial bond is free 
from the disadvantages of the sinking fund bond. When serial 
bonds were new, they sold somewhat lower than correspondmg 
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sinking fund bonds. Investors, it ivas then argued, did not care 
for the first short-term mstalments of serial bond issues, and serial 
bonds would therefore prove more expensive to market than sink- 
ing fund bonds. Four decades’ experience has shown that initial 
unfamiliarity rather than form accounted for early market an- 
tagonism toward serial bpnds, and today such bonds sell on an 
equality with or higher than sinking fund bonds. About 85 per 
cent of state bonds issued during the 1920’s and 1930’s were in serial 
form. Many debt limitation laws now require local bonds to be 
issued in serial form. 

Other elements of security 

If a government’s credit is weak, it may have to earmark various 
revenues to debt service m order to reassure purchasers of the 
bonds. Foreign loans floated in this country during the 1920’s 
were frequently backed by such earmarkings The federal gov- 
ernment has never found it necessary to resort to such extraneous 
buttressing of its issues. Constitutional provisions frequently re- 
quire state and local governments, regardless of their current credit 
standmg, to impose tax levies sufifleient to cover debt service on the 
occasion of floating any bond issue. 

The Liberty Loans and Treasury bonds sold during the 1920’s 
all carried a “gold clause” — ^an obligation to pay principal and 
mterest on the loan in gold coin “of the current weight and fine- 
ness.” So did many state and local bonds of the 1920’s. When 
these bonds were issued, the clause was rather meaningless. There 
was not the slightest indication that any suspension of gold pay- 
ments on other elements of the currency system would or could 
occur. For most if not all purchasers of these bonds, the circum- 
stance that they were “gold” bonds was an unimportant flourish. 
But when the dollar was devalued in terms of gold in 1933, this 
“gold clause” in government bonds became abruptly important— 
if enforceable, it would give every bondholder a 69 per cent pre- 
mium m current dollars. Congress had specifically voided all “gold 
clauses” by a joint resolution of June 5, 1933, but doubts as to its 
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validity were current. In 1935, however, the Supreme Court held 
that though the “gold clause” in federal bonds was a binding 
contract and could not be voided by Congressional action, it was 
in practice unenforceable, smce to sustain their suits bondholders 
would have to show monetary loss — and from the nature of dollar 
devaluation, no loss m monetary terms could be established. Sub- 
sequently outlawry of federal “gold clause” suits by Congressional 
action placed the issue beyond reach of further judicial interven- 
tion. The ongmal Congressional resolution was fully valid as to 
“gold clauses” in state and local bonds, however, since the currency 
powers of Congress override all other arrangements for monetary 
payments.^^ 

As previously indicated, local governments have a much worse 
record of defaults than the state governments. This affects the 
estimate of safety that mvestors attribute to all local issues, even 
those of governments with clear records. Furthermore the rela- 
tively limited bases of wealth and taxable capacity behind local 
issues as contrasted with state issues lowers the “safety” factor of 
all local issues. Consequently, local issues in general must be sold 
at a higher yield than comparable state issues. It has been sug- 
gested in recent years that a cqnsiderable saving in local interest 
payments could be effected if the states would underwrite the issues 
of their local units, and thus substitute their own superior credit 
standmg for that of the localities. A more extreme proposal to 
the same effect is that the states themselves purchase the issues of 
their localities, and sell their own bonds to raise the needed funds. 

State underwriting of local debt issues would have to be tied up 
with some degree of state control of local borrowing.^® State gov- 
ernments could not fairly be saddled with every debt issue put out 
by irresponsible local units. The directors of the state “local debt 
fund” would have to be given discretion as to acceptance or rejec- 
tion of local issues, taking mto consideration both the purposes of 

Perry V £/S,294 US (1935) 330 

By implication from Norman v B & 0^ Bf., 294 U S (1935) 240. 

W See p 634 of this volume 
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the issue and the resources of the community. Such discretion 
would inevitably involve control over local functions Even were 
the borrowing unit free, after the i ejection by the state fund, to 
offer Its issue through regular market channels, knowledge of the 
prior rejection would probably make it unmarketable except at 
exorbitant rates. This element of state control must damn the 
proposal for those who resent state control of local governmental 
activity in any form whatsoever. For those to whom state control 
IS a desideratum per se, this circumstance will be a further recom- 
mendation for state underwriting. 

TAX EXEMPTION AND OTHER “BONUS” INCIDENTS 

If special privileges or profits are attached to government debt 
issues, such issues may reach markets which would otherwise be 
closed to them, and they can be sold at lower yields. An extreme 
example of special profit attached to government bonds is the 
lottery prize drawing with which a few foreign governments have 
sought to “sweeten” some issues. In this country only two ex- 
traneous privileges have ever been associated with government 
bond ownership — tax exemption and the “currency privilege.” 

Basis and extent of tax-exempt bonds 

As previously stated,^^ constitutional principles were formerly 
held to bar the federal government from taxmg mterest on state 
and local bonds, and the state and local governments from taxmg 
the capital value of federal bonds or the interest on them. Further- 
more, the federal government has partly or wholly exempted in- 
terest on its own issues and on the issues it guarantees from the 
federal mcome tax. Many, possibly most, of the bonds issued by 
state and local governments since World War I have carried ex- 
emption from the property or income taxes of the states wherein 
they were issued. This privilege, of course, does not extend beyond 
the boundaries of the issuing state, and if such bonds are held by 
residents of another state, they are fully subject to the tax laws of 
that state. 


Sec pp 208 and 219 of this volume 
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As of June 1940, interest on $54,800,000,000 of outstanding bonds, 
not including any held by governmental agencies, was wholly or 
partially exempt from the federal mcome tax. Of this stupendous 
total, $39,400,000,000 were federal issues and guaranteed issues of 
various federal agencies, and $15,400,000,000 were state and local 
issues. Most of these bonds were also exempt as to their principal 
from state and local property taxes, and as to their interest from 
state income taxes. 

Fiscal and social effects of tax-exempt bonds 

Exemption of the interest on a bond from federal and state in- 
come taxation, and exemption of its capital value from state and 
local property taxation, unquestionably make it more valuable to 
a holder liable for such taxes. Such a holder will be willing to 
pay more for a tax-exempt bond, through accepting a lower yield, 
than for a taxable one. The maximum yield that he will sacrifice 
will be the amount of his tax saving Of course, if he is able to 
buy at a better price — i.e., at a yield whose difference from the 
yield of comparable taxable securities is less than his tax saving — 
he will do so. The primary point of dispute presented by tax- 
exempt bonds is whether the amount that the bond-issumg gov- 
ernments save by issuing tax-exempt securities at lower yield rates 
IS more or less than the amount that the taxing governments lose 
through inability to tax these bonds or their interest. If the gain 
of the issuing governments is greater than the loss of the taxing 
governments, then, from a fiscal view at least, tax-exemption is 
justified. If the loss of the taxing governments is greater than the 
gam of the issumg governments, there is no fiscal warrant for tax- 
exempt bonds. 

It might seem, at first thought, impossible to argue that bond- 
issuing governments could gain more from tax-exempt securities 
than the taxing governments lose. This would imply that some 

The fullest discussion of the issue is found m„76th Congress, 1st Session, Special Com- 
mittee on TJ’axation of Governmental Secunties and Salaries, Hearings (1939), and 76th 
Congress, 1st Session, Committee on Ways and Means, Hearings on the Taxation of 
einmental Securities (1939), see also William J, Shultz, ^‘Tax Exemption of Governmental 
Securities,” Taxes, June 1939, pp 1-7, and “The Proposal to Tax Inconjc from Govern- 
mental Securities,” Law and Contemporary Vioblem^, Spring, 1940, pp 217-221 
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bondbuyers were willing to pay more for the exemption privilege 
than it was worth to them m tax saving. Yet this proposition has 
been advanced by a noted tax authority/® and an interesting argu- 
ment can be developed in support of it. There are two competing 
demands for tax-exempt bonds — (1) the demand of personal and 
corporate investors to whom the exemption privilege is valuable 
and who are interested primarily in yield, and (2) the demand 
of mstitutions and trust funds that have little interest in the ex- 
emption privilege but are willing to accept a lower yield to msure 
the maximum of safety for their investments. According to the 
writers who argue that there is a fiscal gam in tax-exempt securi- 
ties, the price or yield rate — and hence the gain to the issuing 
governments — is determined primarily by the first group of bond- 
buyers, they probably pay somewhat less for the exemption privilege 
than they save m taxes, so that there is a slight fiscal loss on sales 
made to them. The second group of bondbuyers, however, also 
buy at the lower yield rate established by the first group. Smee 
they save litde by the tax exemption, the taxing governments lose 
little, and there is a substantial fiscal profit on total sales. 

This ingenious argument rests on the proposition that the market 
price of tax-exempt securities — ^in terms of yield — ^is determined by 
the group of purchasers to whom such exemption is of greatest value 
Such a proposition is contradicted by all theories of price determina- 
tion. The value of tax exemption, like that of any commodity or 
service, is subject to the law of diminishing utility. To the multi- 
millionaire paymg an 81 per cent tax on the excess of his income 
over $5,000,000, tax exemption is worth four-fifths of the yield from 
his investment. If only a few hundred million dollars of tax exempt 
securities were m existence, they would all be bou^t by multi- 
millionaires who would be willing to buy them though their yield 
was less than a quarter that of comparable taxable securities. With 
more tax-exempt securities in existence than are needed to meet the 

Harley L Lutz, “The Fiscal and Economic Aspects of the Taxation of Public Securi- 
ties,” m Special Senate Committee on Taxation of Governmental Securities, Hearings, 
PP 9M86, 
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demand of the multimillionaires, new issues must be sold to people 
and mstitutions for whom their utility is less. They must be sold to 
individuals with $50,000 mcomes for whom their utility, as deter- 
mined by the federal mcome tax schedule, is less than a three-fifths 
reduction of yield ; they must be sold to corporations for whom their 
utility, under the corporation income tax, is worth less than a 
24 per cent reduction in yield; they must be sold to small trust ac- 
counts and to people with small incomes who are looking for abso- 
lute safety m their investments, for whom their utility is worth only 
a 20 per cent, or 15 per cent, or 10 per cent reduction in yield ; they 
must be sold to government smkmg funds and to charitable and 
educational foundations which are exempt from federal income 
taxation and which gam nothmg from tax exemption. For any 
particular supply of a commodity or service ofiered*.^or sale, the 
price IS determined by the marginal buyers — die group farthest down 
the utility scale, to whom the item must be sold to market the entire 
supply. With over $50,000,000,000 of tax-exempt securities now 
available, new issues must be sold to people and mstitutions for 
whom the exemption is worth very little, and who therefore offer 
very little in the way of lower yield to obtain such securities. This 
conclusion is borne out by Table 33, which shows the distribution 
of tax-exempt securities by holders as of 1940. The volume of tax- 
exempt securities in relation to the demand for exemption of invest- 
ment income has forced tax exemption almost into the category of 
a “free good” which cannot command a price. Certainly the yield 
differential which can be attributed to it at present is trifling, prob- 
ably less than the 0.4 per cent which Treasury economists calculated 
in 1939."^ 

To whatever extent tax-exempt securities can still command some 
slight yield differential, they are advantageous to the issumg govern- 
ments. But this advantage is overwhelmingly offset by the losses 
incurred by the taxing governments. Counting issuing and taxing 

The Treasury economists attributed to tax exemption certain elements of “yield re- 
duction” that can better be accounted for by the greater security of government bonds and 
the special demand created for these by the ‘legal lists” for savings bank and trust fund 
investment. 
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governments together, tax-exempt securities at present involve the 
country m an annual net fiscal loss between $200,000,000 and $300,- 
000 , 000 . 

Such fiscal loss from tax exemption is not a continuing uniform 

Table 33 

TAX-EXEMPT SECURITIES, BY CLASSES OF 
PRIVATE HOLDERS, JUNE 30, 1940 
(Billions of dollars) 


Class of Security 

Held by 
Com- 
mercial 
Banks 

Held by 
Insur- 
ance 
Com- 
panies 

Held by 
Other 
Corpo- 
rations 

1 

Held by 
Tax- 
exempt 
Institu- 
tions 

Held by 
Indi- 
viduals 

Total 

Wholly tax-exemp 







Federal 

$ 37 

$ 4 

$ 6 

$ 4 

$ 1 8 

$ 69 

Federal instru- 







mentalities 

3 


1 


9 

13 

State and local 

36 

21 

5 

1 3 

79 

15 4 

Total 

$ 7 6 

$2 5 

$1 2 

$1 7 

$10 6 

$23 6 

ParUally tax-exempt 







Federal 

$ 95 

$5 2 

$10 

$2 7 

$ 75 

$25 9 

Federal instru- 







mentalities 

36 

5 

2 

6 

4 

53 

Total 

$131 

$5.7 

$1.2 

$3 3 

$ 79 

$31 2 

Total tax-exempt 

$20 7 

$8 2 

$2.4 

$5 0 

$18 5 

$54 8 


Denved from United States Secretary of the Treasury, Annual Reporl^ 1940, pp 812-813, 


amount, but varies accordmg to a number of circumstances. (1) 
The more the volume of tax-exempt securities outstanding increases, 
the greater is the relative as well as absolute loss. The tax-exemption 
privilege comes to be worth less; hence the issuing governments 
obtain a smaller “yi^ld reduction” profit to offset the losses sustained 
by the taxing governments. (2) If market interest rates declme, the 
“yield reduction” profit of the governments issuing tax-exempt se- 
curities shrinks in proportion; consequently there is less gain on 
their part to offset the loss of the taxing governments and the total 
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net fiscal loss is greater. Contrariwise, if market interest rates rise, 
the total net fiscal loss is reduced. (3) If tax rates rise, the net fiscal 
loss IS increased, since the “yield reduction” profit originally ob- 
tained by issuing governments on tax-exempt securities was based on 
the earlier lower tax savmg, and there is nothing to offset the subse- 
quent greater tax loss of the taxing governments. Contrariwise, if 
tax rates are reduced, the net fiscal loss is decreased. 

Besides this primary fiscal objection to tax-exempt bonds, such 
bonds have three secondary fiscal and economic disadvantages (1) 
They reduce the effective progression of the federal and state income 
tax schedules, by providmg a legal means of avoidmg the higher 
rates of the upper brackets. (2) Tax exemption induces rich men 
to place capital not employed in business operation or control in the 
security of government issues, whereas this is the very capital that 
should, from the viewpomt of the economic advantage of the nation, 
be active in venturesome operations. (3) To the extent that tax 
exemption commands any yield differentiation, trust funds, founda- 
tions and others that seek the safety of government securities but 
have no mterest in the exemption privilege are compelled to accept 
a lower return on their investments. 

Abolition of tax-exempt bonds 

Elimination of the tax exemption privilege of government bonds 
involves two separate procedures. (1) Upon their own independent 
admmistrative or legislative initiative, the federal government must 
cease issumg securities whose mterest is exempt from its own taxes, 
and the states must provide that their bonds and those of their local 
units shall no longer be exempt from their own state and local 
taxes. (2) Federal tax laws must be applied to the interest on state 
and local issues, and state and local tax laws must be made appli- 
cable to federal issues. 

Neither the federal nor the state governments should consider 
applying their taxes to any of their own securities previously issued 
as tax-exempt. Provision for the exemption of these bonds and their 
mterest from taxation was a soleiim covenant binding upon the issu- 
ing governments, and to repudiate it would do irreparable injury to 
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their credit Furthermore, the state and local governments arc pro- 
hibited under the federal Constitution from impairing the obligation 
of contracts, including their own. Only the future issue of tax- 
exempt bonds can be stopped. Until very recently the federal and 
state governments have hesitated to take the simple step of issuing 
new securities on a taxable basis, because of the mistaken view that 
they were obtainmg a net fiscal profit on their own tax-exempt is- 
sues. This view IS waning. Since the spring of 1941 the federal 
Treasury has been issuing securities whose mterest is taxable under 
its own laws. In a scattered but mcreasing number of cases, state 
and local governments are taking the same step. Since, however, a 
local government can still make a small gain by issumg its bonds as 
exempt from state taxes, though at a substantial loss to the revenue 
system of its state if that system provides for taxation of the interest 
or principal of local issues that carry no tax-exempt clause, it will be 
necessary for the states to withdraw the privilege of issumg tax- 
exempt bonds from their local units before the reform can become 
universal. 

Subjecting the mterest on state and local bonds to federal income 
taxation, and the capital and interest of federal securities to state and 
local taxes, involves different issues. Until 1939 the “state instru- 
mentalities” and “federal instrumentalities” limitations seemed to 
establish categorical bars against mere legislative action in these 
directions. A constitutional amendment repealing these limitations 
seemed the most direct solution to the problem. Such a proposed 
amendment was approved by the House in 1923, but failed of pas- 
sage in the Senate. Even had both Houses passed such an amend- 
ment, however, it could never have obtained ratification by three- 
quarters of the states, smee they and their local units were gaming 
by tax exemption at the expense of the federal government. A sec- 
ond suggestion, which was advanced in earlier editions of this study, 
was that the federal and state governments might take advantage 
of the “subject-measure” rule of judicial construction,^® and include 


See pp 208 and 219 of this volume 
Sec p 202 of this volume 



GOVERNMENTAL DEBT MANAGEMENT 


689 


the income of government securities in taxes “measured” by income 
whose “subject” was the “act or privilege of receiving income.” Sev- 
eral states took this step in their bank and corporation income taxes. 
Now, however, the bar of the “state and federal mstrumentalities” 
limitations has apparently been brushed aside by the Supreme Court. 
While no decisions have been made on taxing the interest on govern- 
ment securities because such tax laws have not heretofore been in 
existence, most tax lawyers believe that recent cases on the taxation 
of governmental salaries have opened wide the door to nondiscrim- 
inating taxation of governmental interest. 

Though Congress probably can direct the application of the in- 
come tax to the mterest on state and local bonds — outstanding issues 
as well as future ones — and the state legislatures can reach mterest 
on federal bonds, there is great hesitancy to take this step. Local 
governments feel that they would have to market their bond issues 
at higher yield rates if the mterest were taxable. Undoubtedly they 
would, though for propaganda purposes they have exaggerated the 
' difference. Their little advantage is gamed at the cost of a much 
greater revenue loss to the federal government, but none the less it 
is their advantage, and they are fightmg to retain it. Their lobby 
has probably been the prmcipal factor m delaying Congressional ac- 
tion on the issue since the Supreme Court opened the door to legis- 
lative procedure. Meanwhile, the state legislatures have been very 
careful not to tax federal securities, so that Congress will have no 
provocation on that score to tax state and local issues. 

Still open is the question whether federal taxation of the interest 
on state and local bonds, and the corresponding state and local taxa- 
tion of federal securities, should be limited to new issues or should 
apply to all issues outstanding. To apply a tax to outstanding se- 
curities and their interest would be cheating, say opponents of the 
proposal, since the bonds were bought at yield-prices that took ex- 
emption mto account. Proponents argue that the states and local 
governments never had any authority to promise that their bonds 
would be exempt from federal taxation, nor could the federal gov- 
ernment ever make a corresponding promise concerning its issues. 
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Investors who bought in reliance upon judicial interpretation of a 
constitutional presumption, and who find that reliance unfounded, 
are in no different position from countless others who have suffered 
loss because of court rulings; all business and mvestment commit- 
ments are subject to the law as construed by the courts and to changes 
in the law so construed. Furthermore, argue the proponents of 
elimmation of exemption of all securities, failure to tax outstanding 
issues will m time make the exemption privilege of unmatured pres- 
ent tax-exempt securities ever more valuable as the supply of exempt 
securities dwindles, and thus will bestow an unearned increment on 
their holders. And finally, there will be little fiscal gam for a long 
time to come if the present mass of tax-exempt issues remains un- 
touchable until their maturity. 

The “currency privilege” 

New York’s “free bankmg” law of 1838 provided that state bank 
notes must be secured by equivalent value of New York State bonds, 
federal bonds, or certain other specified securities deposited with the 
state comptroller. By 1860, sixteen states had “free bankmg” laws 
These laws, it was soon realized, mtensified bankmg demand for the 
specified security issues, and enabled their sale on more favorable 
terms. Consequently, nearly all “free banking” laws eventually pro- 
vided that the bonds of the legislating states or of their subdivisions 
were the only acceptable security for bank notes. The “currency 
privilege” of state bonds in these states became valueless when the 
federal government taxed state bank notes out of existence in 1867. 

The National Banking Act of 1863 made federal Civil War bonds 
the required security for national bank' notes, thereby establishing 
a bank note currency as sound as the credit of the federal govern- 
ment itself and at the same time assurmg the federal government of 
an important new and lastmg market for its bonds This “cur- 
rency privilege” was attached to all subsequent federal bond issues 
through 1900, and to some of the later Panama Canal bonds. In 
1932, as an antidepression measure, “currency privilege” was tempo- 
rarily extended to some $1,000,000,000 of Liberty and Treasury bonds 
bearmg 3% per cent interest or less. This temporary “currency 
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privilege” expired in 1935. In that year the Treasury retired all “old 
privilege” bonds still outstanding, with specific intent to wipe out 
the circulation of national bank notes. At present indication, “cur- 
rency privilege” as a feature of American bond issues has become an 
episode of the past. 



CHAPTER XXVIII 


History and Status of American 
Governmental Debt 

With the exception of the federal government’s Civil War loans, 
borroiving and debt were relatively unimportant features of Ameri- 
can public finance untd the twentieth century. The $2,834,000,000 
of debt outstanding in 1902 — ^nearly two-thirds of it local debt — 
amounted to only $35.69 per capita, and bore a ratio to the nation’s 
wealth of only 2.6 per cent. No other leadmg world power could 
boast of so moderate a governmental mortgage on its future. 

After 1900 problems of public borrowing and indebtedness as- 
sumed a prominent place in the American fiscal picture. From 
1900 through 1916 local governments borrowed large amounts for 
construction of highways, schools, and public buildings. Between 
April 1917 and November 1919 the federal government issued over 
$24,000,000,000 of war debt securities. Federal debt was reduced by 
nearly $10,000,000,000 during the next eleven years, but state and 
local debt increased by a larger sum; in 1930, the gross total of 
American governmental debt stood close to $34,000,000,000. Local 
borrowing after 1931 fell off to a triflmg amount. In fact, local debt 
retirement during 1934 was greater than new local borrowmg. But 
state borrowing continued in substantial amount throughout depres- 
sion and recovery. ■ Between June 1930 and March 1933, the federal 
government borrowed $4,700,000,000 to cover current deficits caused 
in part by a declme of revenues, in part by RFC advances and other 
antidepression expenditures. And the Roosevelt “recovery” and “re- 
lief’ programs necessitated a $22,000,000,000 increase in the federal 
debt during the next seven years. As of 1940, the total gross govern- 
mental debt was $62,862,000,000, Federal deficits resulting from the 

development of the national defense program after the summer of 
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Table 34 

AMERICAN GOVERNMENTAL DEBT, SELECTED YEARS 1790-1941 
(Amounts in millions) 


Year 

Gross Debt 

Per 

Capita 

Debt 

Per Cent 
Ratio to 
Na,tioaal' 
Wealth 

Per Cent 
Ratio to 
Total 
American 
Debt 

Federal 

Interest- 

bearing 

State 

Local 

Total 

1790 

$ 75 

1 

1 

1 

1 

1 

1 

1800 

83 

1 

1 

1 

1 

1 

1 

1810 

48 

1 

1 

1 

1 

1 

1 

1820 

90 

1 

1 

1 

1 

1 

1 

1830 

39 

$ 26 

1 

1 

1 

1 

1 

1840 

5 

175 

$ 20 

$ 195 

$ 11 40 

1 

1 

1850 . 

68 

190 

27 

285 

12 28 

40 

1 

1860 

90 

257 

200 

547 

17 45 

33 

1 

1870 

2,353 

353 

516 

3,222 

83 47 

13 4 

1 

1880 

2,055 

275 

849 

3,179 

63 33 

73 

1 

1890 

852 

211 

926 

1,989 

31 62 

31 

1 

1902 

969 

235 

1,630 

2,834 

35 69 

29 

141 

1912 

1,028 

346 

3,477 

4,851 

51 01 

26 

13 3 

1919 

25,482 

694 

6,348 

32,524 

309 74 

1 

43 1 

1922 

22,964 

1,163 

8,730 

32,857 

299 05 

10 7 

37 5 

1926 

19,643 

1,858 

11,806 

33,307 

287 82 

10 3 

31.4 

1930 

16,185 

2,444 

15,541 

34,130 

277 63 

97 

27.7 

1932 

19,487 

2,896 

16,434 

38,817 

310 93 

12 6 

31 1 

1935 

28,701 

3,395 

15,127 

47,673 

374 64 

16 3 

42 3 

1937 

36,427 

3,276 

15,876 

55,579 

431 44 

17 6 

43 2 

1938 

•37,117 

3,301 

15,919 

56,337 

433 95 

18 2 

43 0 

1939 

40,445 

$19 

,626 

60,071 

458 99 

1 

447 

1940 

42,971 

19,891 

62,862 

476 41 

X 

1 

1941 

48,961 


1 

I 

1 

1 

1 


1 Not available 

Denved from Paul Studensky, PuhUc Borrowing, p 13, and The Conference Board, Tht Economic 
Almanac for 1941-4^ (the Board), pp 325, 355, 362 


1940 increased federal debt, and with it the total of governmental 
debt, even more rapidly than during the 1930’s. 

Many current books and articles are posing the question of 
whether the total of American public debt — ^particularly the federal 
debt — has not reached the proportions of menace. Were there some 
economic “safety limit” for governmental borrowmg, the question 
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could be answered, but though many dangers of excessive public 
debt accumulation can be pointed out, no figure can be given beyond 
which further debt becomes “excessive.” In this connection it may 
be pomted out that in 1936 both England and France were carrying 
heavier debt burdens than the United States. Per capita govern- 
mental debt in England was $896, and in France $457, as against 


iiuionsof 

MJLLAltS 
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$388 for the United States. The ratio of governmental debt to na- 
tional wealth was 47.6 per cent for England, 41.0 per cent for France, 
and 16.6 per cent for the United States.^ England, with the highest 
debt burden, had managed her debt without producing a financial 
crisis. In France, a smaller public debt was a contributmg factor to 
the financial misadventures which unsettled that country during the 
1920’s and 1930’s. 


THE FEDERAL DEET 

Since its creation, the federal government has been free of debt 
for only one year — the fiscal year 1835-1836. At all other times it 

^ The public debt and wealth figures utilized for these calculations, from Twentieth 
Century Fund, The National Debt and Government Credit (New York, 1937), arc at some 
variance from those in Table 34 But they establish a uniform basis of comparison be- 
tween the three countries undc’' consideration 
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has been engaged either in borrowing to meet emergencies of one 
sort or another, or m carrying the debt so incurred, or m retirement 
operations. Prior to 1917, the Treasury’s methods of borrowing or 
debt management displayed little of science or skill The tremen- 
dous volume of World War I borrowmgs presented the Treasury with 
a debt problem for which disaster would have been the penalty of 
unskilled handling. Fortunately, since 1917 a succession of able 
Treasury ofl&cials have managed the federal debt m masterful fash- 
ion, and their accomplishments have written a brilliant page in fed- 
eral fiscal history. 

Federal debt history, 1790-1917 

At the outset of its career, the federal government borrowed $170,- 
000 from the Banks of North America and New York for the first 
instalments on the salaries of the President, the Vice-President, and 
members of Congress, and for certain other vital expenses. By 1796 
it had issued over $75,000,000 of “stock” — as government bonds were 
then called — to cover the assumption an’d funding of the Revolution- 
ary debt of the Continental and state governments. Over $7,000,000 
was borrowed through three loans m 1789 to equ’p the army and 
navy and to fund accumulated deficits. Another $15,000,000 loan in 
1803 financed the purchase of the Louisiana territory. From 1801 
through 1811, however, the Republican administration bent its ef- 
forts to debt reduction, retued $39,000,000, and left only $45,000,000 
outstanding by the close of 1811. 

Borrowing agam became necessary to finance the War of 1812. 
The country was not wholeheartedly behind the war, the Treasury 
was ineptly managed, and federal credit sank to a low ebb. A series 
of 6 per cent loans had to be sold at such discounts that on $51,000,- 
000 par value the government received only $45,000,000. Immedi- 
ately after the war, the Treasury set itself to the task of retiring this 
debt, and by 1835 it had succeeded in so doing. The onset of depres- 
sion in 1837 resulted in Treasury deficits which were covered by 
issues of Treasury notes. Three issues of bonds in the early 1840’s 
were placed with extreme difficulty, the market having become un- 
familiar with federal bonds. By the Mexican War period, however, 
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federal credit standing was high, and Treasury offerings of 6 per 
cent bonds were oversubscribed and sold at a premium. 

Because of official and Congressional overoptimism, the Union 
government financed nearly three-fourths of its Civil War costs by 
borrowing. During the first two years, poor Treasury judgment 
in setting bond terms and the lack of enthusiasm for the war among 
investing classes practically closed the market for long-term bonds, 
and the Treasury issued $450,000,000 of “greenbacks” — ^Treasury notes 
in currency denominations — and accumulated $250,000,000 of float- 
mg debt. Later bond-selling efforts were more successful. By the 
close of the war, over $1,000,000,000 of callable-term bonds, nearly 
$900,000,000 of intermediate-term issues, and over $650,000,000 of 
currency issues and floating debt, were outstanding. 

Immediately after the war, the short-term and due intermediate- 
term debt was refunded into 6 per cent callable-term bonds, and in 
1871, over $200,000,000 of “callable” 6 per cent debt was refunded 
with a 6 per cent issue. From 1870 on, the Treasury followed a 
policy of retirmg outstanding debt with current surpluses. All call- 
able bonds had been redeemed by the 1880’s, and during that decade 
the Treasury bought in nondue bonds at a substantial premium. By 
1890 outstanding debt was reduced to $852,000,000. 

Five years later, $200,000,000 of bonds were floated to purchase 
gold for the Treasury reserve. Another $200,000,000 issue, this time 
at 3 per cent, was sold m 1898 to help finance the Spanish War. 
Between 1904 and 1916 approximately $135,000,000 of bonds were 
issued for the construction of the Panama Canal. These issues 
brought the federal debt to slightly over $1,000,000,000 m 1909, at 
which figure it remained until the entry of the United States into 
World War I. 

World War I borrowing 

Between 1917 and 1920 the federal Treasury negotiated one of the 
supreme financial transactions of modern times. Through br illian t 
management and appeal to patriotic sentiment, it borrowed over 
$25,000,000,000 without disrupting the country’s financial organiza- 
jtiprj. The First Libertjr Loan, $2,000,000,000 of tax-exempt 314 
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cent bonds, was sold in April 1917 on a wave of popular enthusiasm, 
and was oversubscribed 52 per cent. Six months later the Second 
Liberty Loan, $3,000,000,000 of partially tax-exempt 4 and 4K 
cent bonds, was oversubscribed 54 per cent. A third Liberty Loan 
of $3,000,000,000 and a fourth of $6,000,000,000 were marketed and 
heavily oversubscribed in 1918 The last of the war loans, the $4,- 
500,000,000 mtermediate-term Victory Loan, was floated in May 1919. 

War loan and tax receipts were received in large lump sums on 
the five bond sale dates and on the various tax dates. Expenditures, 
on the contrary, were continuous, and to bridge the gaps between 
continuous expenditures and irregular receipts, the Treasury issued 
short-term certificates of mdebtedness. During the war period, the 
retirement of these short-term certificates never caught up with the 
new issues, and by August 31, 1919 over $4,000,000,000 were out- 
standing. On this date, the peak pomt for federal war debt, the 
gross total mclusive of matured items stood at $26,358,692,171.26. 

Debt retirement, 1919-1930 

By the fall of 1919, revenues were running ahead of expenditures, 
and the Treasury’s problem changed from one of borrowing to one 
of debt retirement. As an aftermath of its war financing, the Treas- 
ury had a large cash balance in the fall of 1919. Between August 
1919 and July 1920 it utilized over $500,000,000 of tins balance, an- 
other $560,000,000 surplus revenue for fiscal year 1919-1920, and 
some later receipts from Victory Loan sales to retire $1,400,000,000 
of its floating debt. But the cash balance of 1919 was an exceptional 
source of debt retirement funds, and after 1920 such funds were se- 
cured from four other sources — sinking fund appropriations, certain 
items of internal revenue, foreign debt payments made in federal 
securities, and annual surpluses. 

At the time the Liberty Loans were authorized. Congress pro- 
vided for a federal “sinking fund.” As revised by the Victory Loan 
Act, the prmcipal income of this “fund” was an annual appropria- 
tion equal to 2^/2 per cent of the ten billion dollar “domestic” debt— 
the value of the Liberty and Victory Loan bonds and notes outstand- 
ing on July 1, 1920 minus the par value of the Allied debt to the 
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American government. To this basic appropriation was added the 
interest payable on all securities retired through the fund Because 
of this last provision, the sinking fund appropriation increased each 
year; m 1921 it was $256,000,000, in 1930 $383,000,000. 

The Items of federal internal revenue earmarked to debt retire- 
ment are insignificant. Federal bonds received in payment of the 
federal estate tax and by forfeiture or gift are immediately canceled. 
Receipts from the federal reserve franchise tax and the net earnings 
from the mterinediate credit banks are also devoted to debt retire- 
ment. In all, durmg the 1920’s, these items retired less than $240,- 
000,000 of federal debt. 

During and immediately after World War I the federal govern- 
ment lent nearly $9,500,000,000 to its allies. Funding agreements 
negotiated between 1922 and 1926 established a due principal, cover- 
ing original principal and unpaid interest, of $11,700,000,000. The 
agreements provided for annual principal and mterest payments run- 
nmg to 1987, that totaled over $22,000,000,000. Great Britain was 
to pay over half of this total, and France and Italy, four-fifths of 
the remainder. Payments might be made by remittance or m fed- 
eral bonds. Important in the Treasury’s arrangements for retiring 
the federal debt was the unbroken continuance of these foreign debt 
payments. It was more or less taken for granted that $11,000,000,- 
000 or more of the federal debt would be retired from foreign 
debt payments, Icavmg only the balance as a burden upon American 
taxpayers. During the 1920’s, when the Treasury received $2,200,- 
000,000 of foreign debt payments, this expectation seemed war- 
ranted. Over $1,000,000,000 of these payments were made in the 
form of federal bonds, bought at prices below par by the debtor gov- 
ernments, and immediately retired upon receipt by the Treasury. 
The $460,000,000 of cash payments of principal were also applied 
directly to debt retirement. Cash payments of interest, counted as 
current receipts, swelled the current surpluses available for debt re- 
tirement. 

By far the most important source of debt retirement durmg the 
1920’s was the series of annual surpluses. In every year from 1920 
through 1930, federal receipts cpnsiderably exceeded federal ex- 
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penditures. The lowest of these surpluses, $86,724,000, occurred in 
1921; the highest, $635,810,000, m 1927. In 1926 and in 1928 Con- 
gress faced the alternatives of tax reduction or continued rapid debt 
retirement. Largely because of the expectation of continued foreign 
debt payments, tax reduction won the day on both occasions. Still, 
revenue receipts outran expectations, and the surpluses continued 
through the decade. In all, over $3,000,000,000 of the federal debt 
was retired from this source. By 1930, the federal debt was under 
$16,000,000,000. 

Debt conversion, 1919-1930 

With the elimmation of $1,400,000,000 of short-term debt between 
August 1919 and July 1920 the Treasury’s debt problem was some- 
what eased, although not solved. The $17,000,000,000 of long-term 
callable bonds were no worry, for their maturity dates were well in 
the future. But nearly $2,800,000,000 of short-term certificates were 
outstanding, and over $4,000,000,000 of Victory Loan notes were due 
to mature in 1923 High interest rates made prospects for refunding 
unfavorable. 

The fall in interest rates accompanymg the collapse of 1920-1921 
cleared the way for conversion operations. Under the still effective 
authorization of the amended Second Liberty Loan Act, the Treas- 
ury sold over $4,000,000,000 of intermediate-term Treasury notes and 
over $750,000,000 of Treasury bonds between June 1921 and June 
1923. Combined with retirement operations, these issues enabled 
the Treasury to clear the Victory note issue, reduce outstanding 
short-term certificates by $1,700,000,000, and War Savings issues by 
$500,000,000, relieving considerable maturity pressure and effecting 
a substantial savmg of mterest. 

There was a new development in debt policy in 1927 and 1928 
when the Treasury undertook the refunding of the Second and 
Third Liberty Loans both to establish better maturity sequences for 
the near future and to reduce interest obligations. Retirement had 
already reduced the outstanding amount of these two loans from 
the original $7,500,000,000 to only $1,200,000,000. Holders of this 
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remaining amount exchanged their bonds for lower interest certi- 
ficates, notes, and bonds. 

Occasionally the objective of saving interest clashed with the ob- 
jective of rearranging the federal debt with a view to maturity con- 
venience. The particular category of debt — long-term, intermediate- 
term, or short-term — offermg the greatest interest economy at the 
moment might be ill-adapted to maturity convenience. Many of the 
issues of the 1920’s had to compromise between these opposing con- 
siderations. Sometimes, too, the Treasury had to consider the ex- 
traneous effects of its offerings on the money market. Savings securi- 
ties, for example, were withdrawn after 1923 because bankers and 
other groups insisted that these issues were divertmg deposit money 
from savings accounts and that their relatively high interest rate was 
forcing an artificially high market rate. Furthermore, the Treasury 
was inclined to maintain a large floating debt as a safeguard against 
Congressional proposals for extravagant expenditure, the “pressing 
problem” of short-term debt could always be cited in opposition to 
such proposals. 

All things considered, retirement and conversion operations dur- 
mg the 1920’s estabhshed the federal debt in excellent form. While 
only an inconsiderable fraction of the $12,000,000,000 of long-term 
bonds would mature during the next few years, all but $3,000,000,- 
000 were callable withm three years if further conversion opportuni- 
ties should offer. The $3,800,000,000 of intermediate and short-term 
debt could be retired at the Treasury’s convenience if circumstances 
permitted, or funded if retirement was not in order. The average 
mterest rate on the outstandmg debt had been reduced from 4 % per 
cent to 3 % per cent — a saving of $80,000,000 a year as of 1930. And 
never had federal credit been sounder. 

Borrowing and conversion, 1931-1941 

Depression brought increased federal expenditures, decreased reve- 
nues. Tremendous deficits replaced the substantial surpluses. From 
debt retirement, the Treasury switched abruptly in 1931 to large-scale 
borrowing. Between June 1930 and March 1933, $4,700,000,000 was 
borrowed, By June 1941 the Roosevelt “recovery and tehef” pro- 
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gram and the defense effort that began m the summer of 1940 had 
added another 128,000,000,000 to the federal debt. The total of m- 
debtedness that the federal Treasury was authorized to incur under 
the second Liberty Loan Act as amended had been $49,000,000,000. 
This figure would have blocked borrowing for national defense in 
1941, when the outstanding federal debt reached that figure. Ac- 
cordingly, the Public Debt Act of 1941 raised the federal borrowmg 
limit to $65,000,000,000. In addition to the $48,600,000,000 of direct 
federal debt outstanding in June 1941, contingent liabilities had 
been assumed by the guaranty of principal and interest payments 
on $6,400,000,000 of bonds and notes issued by the Home Owners 
Loan Corporation, the Federal Farm Mortgage Corporation, the 
Reconstruction Fmance Corporation, and other federal agencies. 

These figures for gross liabilities take no account, of course, of off- 
settmg assets. Over $3,000,000,000 of the funds borrowed by the fed- 
eral government was mvested in the capital stock of various govern- 
mental corporations created during the 1930’s. Furthermore, over 
$6,000,000,000 of federal obligations was held by federal trust funds 
and agencies. And, finally, in recent years the Treasury has fol- 
lowed the practice of maintainmg a substantial current cash balance; 
on June 30, 1941 it amounted to $2,600,000,000. Thus, as against 
the $48,600,000,000 of gross federal debt reported at the end of June 
1941, the net debtor position of the government was $37,100,000,000. 

Fortunately for the Treasury, the market for federal securities was 
practically without limit New private capital issues after 1931 were 
trifling in amount, grossly insufficient to supply private and insti- 
tutional investment demand for safe placements. Commercial 
banks, unable to employ their resources in commercial or secured 
loans, also turned gladly to investment in federal issues. To ease 
credit conditions, the federal reserve banks purchased nearly $2,- 
000,000,000 of federal bonds on the open market between 1930 and 
1934; their action made room on the market for a corresponding 
value of new issues. And, as indicated above, various federal trust 
funds absorbed over $6,000,000,000 of special bond and note issues. 
Despite the enormous flow of federal issues, their interest rates were 
steadily lowered. In the late 1930’s, . bond issues were carrying 2Vi 
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per cent, notes 1 % per cent, and short-term bills a small fraction of 
a per cent. 

Low interest rates enabled the Treasury to accomplish a most un- 
usual transaction — while borrowing new funds, to convert over |12,- 
500,000,000 of Its outstanding debt at a tremendous saving of interest. 
As will be remembered, $1,400,000,000 of short-term certificates and 



CHART XVI FEDERAL INTEREST-BEARING DEBT, BY INTEREST RATES, 

1917-1940 


bills were outstanding on June 30, 1930. As these matured, it was 
easy to replace them with lower-interest bills. Nor was it difficult to 
substitute lower-interest notes for the $2,400,000,000 outstanding in 
1930 when these became due in the course of the next few years. 
The Treasury’s triumph came in 1933, 1934, and 1935 when $1,900,- 
000,000 of 316 per cent First Liberty Loan bonds and $6,300,000,000 
of 4 % per cent Fourth Liberty Loan bonds, none of them yet due, 
were called and replaced by bonds bearing 2 % to 3 % per cent, and 
notes bearing 1^4 to 2% per cent. As a consequence of these con- 
version operations, the average interest rate on the federal debt de- 
clined from 3.8 per cent in 1930 to 2.6 per cent in 1936. 

In its borrowing operations from 1931 to 1936, the Treasury was 
always anticipating that it would recommence retirement within a 
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year or two. Consequently, it consistently kept the federal debt m 
a form suitable for subsequent retirement rather than for further 
borrowing. From |i2, 000, 000, 000 to 13,000,000,000 was always mam- 
tamed in floating form — certificates of indebtedness and Treasury 
bills — capable of immediate retirement. A disproportionately large 
part, over $11,000,000,000 as of 1936, was kept in Treasury notes, due 
to mature in one to five years. And bond maturities were so fixed 
that the bonds would mature m relatively even annual amounts 
during the 1940’s and 1950’s. 

A new policy on maturities was inaugurated after the summer of 
1936. The admmistration had committed itself to an mdefinite pol- 


Table 36 

COMPOSITION OF THE FEDERAL DEBT, JUNE 30, 1941 


Debt Issue 

Interest 

Rate 

Per Cent 

Date of 
Ma- 
turity 

Date 

Callable 

Amount 
Out- * 
standing 
(millions) 

Panama Canal loan 
Conversion bonds 

Postal Savings bonds 
Treasury bonds (30 issues) 
Savings bonds 

Trust fund bonds 

3 

3 

m 

2H-4M 

29 

3-4}^ 

1961 

1946-47 

1941-59 

1941-65 

1949-51 

1945-46 

' current 
1941-60 
current 

$ 49 

29 

117 

30,215 

4,314 

741 

Total long-term debt 




$35,465 

Treasury notes , 

Trust fund notes 

M-2 

2-4 

1941- 45 

1942- 46 

current 

$ 5,698 
3,329 


Total intermediate debt 




$ 9,027 

Trust fund certificates 

2J4-4 

current 


$ 2,292 

Treasury bills 

discount ' 

current 


1,603 


Total short-term debt . . * , . $ 3,895 


Total interest-bearing debt 
Matured debt * , , , , 
Non-mtercst-bearing debt 


$48,381 

205 

369 


Gross debt . , $48,961 


Denved from XJmted States Secretary of the Treasury. Datlv Treasury Statement, Juiie 30, 1941 
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icy of deficit financing. Faced with the prospect of continued bor- 
rowing, the Treasury decided to clear itself of a major part of its 
intermediate- and short-term debt, so that it would not be harassed 
by constantly recurring maturities. Between 1936 and 1941, |5,700,- 
000,000 of notes were replaced by bonds. During the same period, 
the volume of short-term bills was lowered to $1,600,000,000 — a $750,- 
000,000 reduction. Although long-term bonds in a period of low 
market rates generally must carry a higher yield than shorter term 
issues, shrewd management by the Treasury that took full advan- 
tage of market opportunities and replaced high-interest issues with 
lower-interest issues enabled it to effect savings of interest, and the 
general average on the outstanding debt declined from 2.6 per cent 
in 1936 to 2.5 per cent in 1941. 



CHART XVn. FEDERAL INTEREST-BEARING DEBT, BY TYPE OF ISSUE, 


1916-1941 

Curiously enough, nominal debt retirement continued through 
the 1930’s even while the government was mcurring deficits and 
borrowmg Foreign debt payments were generally mdefinitely sus- 
pended m 1931 when Germany discontmijed her reparations pay- 
ments, but nearly $33,000,000 of token payments were received in 
1933 and applied to debt retirement. Not only did sinkmg fund 
payments continue under the old arrangement, but the National In- 
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dustrial Recovery Act broadened the fund plan by voting an addi- 
tional annual appropriation equal to ly/i per cent of expenditures 
made under the “public works” title of that act. Since every dollar 
paid into the fund compelled the Treasury to borrow an additional 
dollar, such retirement was, of course, purely nominal. But the gov- 
ernment thereby reafhrmed its intention of ultimate debt retirement. 

Contingent federal debt 

Prior to 1932 the federal government had had little occasion to 
guarantee the debt issues of other borrowing agencies. The entry 
of the federal government into the public enterprise field by means 
of quasi-independent corporations during the 1930’s, described in 
Chapter VII,^ created both the possibility and the necessity for such 
underwriting. HOLC bonds, for example, would have found no 
market at their stated mterest rates if their only security had been 
the assets and operations of the HOLC itself. But with the guar- 
anty of the federal government to back them, they were attractive 
investments for various types of financial mstitutions. 

Table 37 

CONTINGENT FEDERAL DEBT, 1941 ^ 

(Amounts in millions) 



Authorised 

Out- 

Primary Obligor 

yiaximum 

standing 

Commodity Credit Corporation 

$ 1,400 

$ 696 

Federal Farm Mortgage Corporation . 

2,000 

1,271 

Federal Housing Authority . . 

4,000 

17 

Home Owners Loan Corporation , . . 

4,750 

• 2,421 

Reconstruction Finance Corporation 

3,382 

1,742 

United States Housing Ajatnority . 

800 

226 

Total, , . . . , . , 

$16,332 

$6,373 


* Exclusive of obligations held directly by the Tresisury, 


As of June 1941, $6,373,000,000 of such guaranteed securities were 
outstandmg, as shown in Table’ 37. HOLC bonds accounted for over 
$2,400,000,000 of this total, RFC notes not held by the Treasury for 


2 Sec pp. 179 if of this volume 
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$1,700,000,000 and Federal Housing Authority obligations for most 
of the remamder. These guaranteed issues are a contmgent liability 
of the 'federal government. Most of them will unquestionably be 
liquidated without recourse to the federal guaranty. But in some cases 
this guaranty may have to be invoked — ^before the affairs of these 
agencies are finally wound up, the federal Treasury may have to 
honor its contingent obligation. 

STATE AND LOCAL DEBT « 

The first public borrowing in America was done by the English 
colonial governments, the direct sovereign predecessors of the later 
state governments In 1690 the Massachusetts government issued 
;^7000 of one-year “bills of credit” — ^what we would call today 
“treasury bills” — to tide it over a deficit caused by expenditures for 
King William’s War. Withm a few years 40, 000 of these Massa- 
chusetts bills of credit were outstanding, and circulating as currency. 
During the first half of the eighteenth century, continued emission of 
Massachusetts bills of credit with inadequate provision for redemp- 
tion caused then depreciation to small fractions of their face value. 
Before 1750 nine other colonies had also issued bills of credit in- 
tended to circulate as currency, but they exercised more moderation 
than Massachusetts, and the discount on their issues was generally 
slighter. In 1751 the English government forbade the New Eng- 
land colonies to issue any more legal-tender bills of credit, except to 
cover current expenses and to finance war costs. For the next twelve 
years. New England bills of credit were issued purely as debt instru- 
ments in moderate amounts, were frequently backed by sinking 
funds, and were redeemed when due. The southern colonies, how- 
ever, indulged in an orgy of bills of credit durmg the 1750’s, and in 
1764 England extended the prohibition of the 1751 act to all the 
colonies. 

State borrowing, 1775-1790 

The state governments established as a result of the Revolution 
were in general financially irresponsible. Even though the material 


® A superb recent study of state debt, covering both history and analysis, is Benjamin U, 
Ratchford, Amencan State Debts (Duke University Press, Durham, 1941), 
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circumstances of their populations would have permitted taxation 
sufficient to cover both civil and war expenses, most states preferred 
to cover both expenditures by borrowing. A staggermg total of bills 
of credit and treasury notes was issued between 1775 and 1783— Vir- 
ginia, for example, issued bills and notes with face values of 
000,000 and $7,000,000. Creditors of the state governments, particu- 
larly officers and soldiers of the militia, were compelled to accept 
certificates of mdebtedness as payment. Most, if not all, of the states 
sold “loan office certificates” to their citizens. Connecticut, Mary- 
land, Pennsylvania, and Virginia endeavored to float loans in Hol- 
land, France, and Tuscany, and Virginia actually succeeded in ob- 
taining a small foreign loan. 

After the Revolution there was much discussion of debt redemp- 
tion in the state assemblies, but only Connecticut, Maryland, North 
Carolina, and Virginia were willing to levy the necessary taxes. The 
other states continued to borrow or issue paper money for current 
expenses throughout the 1780’s. With the ratification of the Con- 
stitution and the establishment of the federal government, the state 
governments apparently took a firmer financial grip on themselves, 
discontinued further borrowmg, and cleared the debt that they had 
accumulated after the Revolution. Their Revolutionary debt, $26,- 
500,000 m all, was taken over by the federal government under Ham- 
ilton’s debt assumption plan, and holders of state obligations were 
given federal bonds in Exchange., 

State debt during the nineteenth century 

A few states negotiated bond or bank loans before and during the 
War of 1812. But large-scale state borrowmg was not begun until 
the 1820’s when several of the eastern states undertook to build 
canals. New York started the movement m 1817 by selling bonds to 
a New York syndicate to raise the first instalment of funds for con- 
structing the Erie Canal. Pennsylvania and Ohio came into the 
market in the early 1820’s, and the movement gained additional mo- 
mentum in the 1830’8. New York, Ohio, Virgmia, Maryland, and 
other states floated bond issues to construct canals, turnpikes, and 
railroads. In addition, nearly all southern and western states bor- 



710 


AMERICAN GOVERNMENTAL DEBT 


rowed to buy stocks of the new banks being organized. Durjng the 
three-year period 1835-1838, $174,000,000 of state bonds were issued. 
In all, state borrowings during the 1820’s and 1830’s totaled $193,- 
000,000; some $175,000,000 of “state improvement” debt was out- 
standing in 1841, a large proportion of the bonds bemg held by Eng- 
lish mvestors. 

The depression period which stretched from 1837 to 1843 cut heav- 
ily into state revenues Debt service charges became even heavier. 
Agitation for federal assumption of state improvement debt arose, 
but nothing came of it. By 1840 the pressure of debt service charges 
had become too heavy for seven of the states, and they defaulted 
temporarily on their interest payments. Mississippi and the territory 
of Florida repudiated outright the principal of two bond issues 
floated to provide capital for banks which had failed. 

State borrowing practically ceased between 1840 and 1845, both 
because a halt was called to improvement projects and because the 
previous defaults had weakened state credit. To assist railroad 
buildmg, a number of western states borrowed considerable sums in 
the late 1840’s and durmg the 1850’s. By 1860, state debts outstand- 
mg totaled $257,000,000. Scattered defaults by the states were com- 
mon through these years. 

During the Civil War both the Union and the Confederate state 
governments offered enlistment bonuses and raised and equipped 
regiments which they placed at the command of the central govern- 
ments. With their civil expenditures already rising because of in- 
flation, these added military costs could be covered only by borrow- 
ing. Investment capital was scarce in the South, wary in the North, 
but both groups of state governments succeeded in their borrowing 
efforts. Bond issues of the northern states totaled $112,000,000. 
Southern state loans, in the form of bond issues, currency note issues, 
and voluntary or forced contributions from state banks, totaled $96,- 
000,000 at or near the close of the war. 

For the next thirty-five years the northern states were more active 
in retiring outstanding debt than in new borrowing, and had $100,- 
000,000 less .debt outstanding in 1902 than in 1870. The war indebt- 
edness of the rebel states was flatly canceled by the Fourteenth 
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Amendment. But durmg the period of “carpetbag rule” which 
followed the Civil War, the southern states were unfortunately sad- 
dled with an outrageous debt load. Between 1865 and 1873, the 
South Carolina administration borrowed $22,000,000, Alabama bor- 
rowed $25,000,000, and Louisiana $37,000,000 Over $136,000,000 
was added during this period to the $111,000,000 of southern state 
debt outstanding in 1865 Service on this debt burden could not be 
carried by the economically exhausted region. In spite of bitter pro- 
tests by northern and English investors, the Democratic admmistra- 
tions which replaced the carpetbaggers in the 1870’s either repudi- 
ated or scaled down many of these bond issues. In all, $115,000,000 
of the “carpetbag” state debt was sloughed off. No new southern 
state borrowings were made during the rest of the century. 

Local debt during the nineteenth century 

We have only scattered items of information on the borrowing 
activities of local governments prior to the Civil War. There is evi- 
dence that Philadelphia borrowed $150,000 for the construction of 
a water system in 1789. New York funded a $900,000 accumulation 
of floating debt in 1812. By 1843, the seventeen leading cities had 
some $25,500,000 of debt outstanding. Durmg the late 1840’s and 
early 1850’s, cities and counties borrowed heavily to erect public 
buildings and to aid railroad construction. Default on these local 
obligations was common. Warned by these defaults of some of the 
dangers of unrestricted public borrowmg, a number of states im- 
posed constitutional restrictions on the borrowing powers of their local 
units. , 

Until 1850, each local loan generally required a special enabling 
act passed by the state legislature. From 1850 on, constitutional 
amendments or general municipal laws delegated broad independ- 
ent borrowing powers to local units. Generally these were hedged 
with limitations, as noted above, but all too frequently there were 
either no limitations or overgenerous ones. Consequently, in the 
fifteen years foUowmg the Civil War, local governments were able 
to indulge themselves m eiftravagant and irresponsible borrowing. 
The classic illustration is New York’s floating a loan to provide funds 
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for scrub pails and mops. Local debt increased from approximately 
$200,000,000 in 1865 to nearly $850,000,000 m 1880. Railroad aid, 
funding, and refunding issues accounted for nearly half the total. 
Defaults, many of them willful, were widespread during the depres- 
sion period of the 1870’s. This financial irresponsibility mspired 
another wave of restrictive legislation. Prohibitions against lending 
public credit to railroads and other private busmess enterprises were 
enacted m a number of states; by 1880 local governments in half the 
states were bound by this limitation. The debt-to-property ratio 
limitation on local government, first applied by New York and Iowa 
in the 1850’s, was widely adopted durmg the 1870’s. 

As a consequence of the defaults of the 1870’s, local units found 
it difficult to borrow during the 1880’s. By the next decade, how- 
ever, investors had apparently forgotten their earlier unhappy ex- 
periences, and agam lent freely to cities for schools, street construc- 
tion, and public buildmgs, and to rural units for road construction. 

State and local debt, 1900-1932 

Local borrowing, mainly for the construction of schools, high- 
ways, and city streets, continued at accelerating pace from 1900 until 
1917. New local loans far exceeded retirements of old debt. Local 
debt outstanding had been $1,630,000,000 m 1902; by 1912 it had 
more than doubled to $3,477,000,000; by the time of America’s entry 
into World War I, it is probable that another $3,000,000,000 had 
been added to the figure. State debt doubled during this period as 
an increasmg number of state governments undertook the respon- 
sibility of constructmg arterial motor highways. 

From 1917 through 1919 the federal government absorbed all in- 
vestment funds through its Liberty and Victory Loans, and state 
and local borrowings were negligible. Beginning; in 1919, state 
and local governments renewed their construction projects on a 
greater scale than before, and consequently borrowed more heavily 
than ever before. Despite an increasing volume of retirement, 
state and local debt increased after 1923 at the rate of $1,400,000,000 
a year — a. large-scale application of “instalment plan” principles to 
government financing. State issues accounted for a relatively small 
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fraction of the state-local total of new borrowings during this 
period. Even the counties borrowed more than the state govern- 
ments did. The most insistent borrowers were the cities; their 
issues averaged nearly 1850,000,000 a year from 1924 through 1931 
—over three-fifths of the state-local total. By 1930 nearly $18,000,- 
000,000 of state and local debt was outstandmg; interest payments 
on these obligations exceeded $800,000,000. 


Table 38 

LOCAL DEBT, 1912, 1922, AND 1932 
(Amounts in millions) 


Borrowing 

Units 

Gross Debt, 1932 

Gross Debt Less Sinking 
Fund Assets 

Funded 

or 

Fixed 

Special 

Assess- 

ment 

All 

Other 

Total 

1912 

1922 

1932 

Counties 

$ 2,143 

$ 163 

$ 225 

$ 2,531 

$ 371 

$1,273 

$ 2,391 

Municipalities 

8,285 

935 

768 

9,989 

2.872 

4,679 

8,842 

School districts 

1,993 


184 

2,176 

119 

1,053 

2,040 

Townships 

255 

25 

73 

353 

78 

123 

344 

Other 

1,130 

388 

113 

1,631 

36 

626 

1,599 

Total ! 

$13,806 

$1,511 

$1,363 

$16,680 

$3,476 

$7,754 

$15,216 


Derived from U S Bureau of the Census, Ftnanaal Siaitsiics of Siait and Local Governments^ 1932, 
pp 12 and 50 


Over three-fifths of state borrowings during the 1920’s went mto 
highway construction. Other purposes of state borrowing, in de- 
scendmg order of importance, were: public-service enterprises, 
veterans’ bonuses, charities and corrections, schools, and public build- 
ings. Half the tremendous city borrowmgs went to construct 
schools, streets, and water supply systems; the other half was scat- 
tered over a wide variety of purposes, such as construction of sew- 
erage systems, parks and playgrounds, public buildings, charities 
and corrections, utility systems, and so forth. Counties and town- 
ships borrowed primarily for road and school construction. 

The form of state and local borrowmgs during this period shifted 
to a large extent from the sinkmg-fund bond to the serial bond. 

At first, the onset of depression in 1929 had little effect on state 
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and local borrowing. If anything, the market for municipals im- 
proved as investment funds were shifted from shares to bonds. By 
1931, however, local governments were hesitant about undertaking 
new construction projects, and a general fall in bond values in- 
creased the difficulty of placing municipal issues. Although state 
governments mcreased the tempo of their borrowing, local borrow- 
ing slowed down; between 1931 and 1933, new local issues exceeded 
retirements by only $100,000,000. 


Table 39 

STATE AND LOCAL BORROWINGS, BY GOVERNMENTAL 
UNITS, 1924-1940 


Class of Govern- 
mental Unit 

Average Annual Amount 
Qin millions) 

Percentage 

Distribution 

1924- 

1931 

1932- 

1934 

1935- 

1940 

1924- 

1931 

1932- 

1934 

1935- 

1940 

States 

$ 185 1 

$221 7 

$ 219 0 

13 1 

28 8 

20 0 

Counties , 

233 5 

98 4 

126 5 

16 6 

12 8 

11,6 

School districts 

144 2 

37 0 

95 9 

10 2 

4 8 

88 

Cities and towns 

845 0 

412 8 

6517 

60 1 

53 6 

59 6 

Total 

$1,407 8 

$769 9 

$1,093 1 

100 0 

100 0 

100 0 

I 


Derived from Commerctal Ftnanctal Chromde, Municipal Supplements. 


State and local debt, 1933-1940 

Beginning in 1932, relief provision for the victims of depression 
imposed upon state and local governments new expenditure obli- 
gations which in many cases could be met only by borrowing. 
States, cities, and counties whose credit was still sound borrowed 
nearly $200,000,000 for relief purposes in 1933, over $200,000,000 in 
1934; in all, state borrowmgs for relief between 1932 and 1938 
totaled $468,000,000. 

Meanwhile, however, three states and over three thousand local 
units which had overborrowed in the precedmg flush years or 
whose revenues were exceptionally cut by depression, were de- 
faulting on their debt services. Practically every city whose debt 




AMERICAN GOVERNMENTAL DEBT 


715 


exceeded 15 per cent o£ its taxable wealth became involved m “debt 
trouble.” Half the Florida municipalities were in difficulties. In- 
vestment capital shied away from the issues of all but the soundest 
governments. Most states could still borrow and did borrow for 
relief purposes, though on a dimmishmg scale after 1933. State 
debt outstandmg increased from $2,900,000,000 in 1932 to $3,300,- 
000,000 in 1938. Local borrowing was so reduced, however, that 
for several years after 1933 the few new issues floated were more 
than offset by the obligatory retirements taking place. The $16,- 
500,000,000 of local bonded debt outstanding m 1933 was a peak 
amount, at least for several years to come. 




Part V 

FEDERAL-STATE-LOCAL FISCAL INTERRELATION- 
SHIPS 




CHAPTER XXIX 


State-Local Fiscal Relationships 

During the nineteenth century, state and local functions were 
sharply differentiated. State governments, aside from their un- 
fortunate ventures mto canal building and railroad aid, engaged 
in few “service” functions, limiting themselves to the provision 
of judicial systems and the machmery of political government. 
Local governments provided the structure for local political gov- 
ernment, and performed such service functions as the times de- 
manded. Municipalities supplied police and fire protection, streets, 
garbage and rubbish disposal, education, and a few welfare services. 
Counties and towns were responsible for rural protection, road 
building and mamtenance, and the care of the aged poor. School 
districts provided nonurban education. 

State and local spheres of taxation, on the contrary, were not 
so clearly separated. Most state revenue was derived from sup- 
plementary property tax rates superimposed upon local rates. Local 
officials collected both the local and state levies, and the states 
received their shares of property tax revenue from the local units. 
The property tax produced another instance of state-local fiscal 
mterrelation— usually, state tax bodies assessed the operative prop- 
erty of public service enterprises and reported these assessments 
to the -local units. But the nineteenth century trend was towards 
the elimination of even these revenue interrelationships. New taxes 
— corporation taxes, inheritance taxes, and others ^were levied and 
collected exclusively by the state governments, their revenue gomg 
entirely to the state governments. Some early American writers 
on Public Finance anticipated that eventually there might be as 
complete a separation of sources of revenue between state and local 
governments as there was of functions. 

The twentieth dentury has seen the collapse of this state-local 
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fiscal compartmcntalization. Many long-established local functions 
are now recognized as having extra-local aspects. Children edu- 
cated in one community, for example, may at maturity scatter all 
over the state and carry the good or ill effects of this education 
far beyond the bounds of the locality that schooled them. Further- 
more, all over the country local “service” functions have been 
expanded to a point where they overreach local admmistrative 
capacity and local revenue resources. Serious state-local fiscal prob- 
lems have been created. Should state governments take over all 
or any part of various local functions which have developed extra- 
local character or have expanded beyond local revenue capacities? 
Should the states do anythmg about the inability of local property 
tax revenues to expand sufficiently to cover the expansion of local 
“service” expenditures ? 

Durmg the past two decades considerable thought has been de- 
voted to the issues of state-local fiscal relationships. The following 
canons have been evolved: 

1. Governmental service functions should be performed by 
governmental units of the level best fitted to perform them. A 
function affecting only the residents or property of a locality, with 
no important secondary effects on other persons or property, is 
best admmistered locally; state admmistration could not have the 
flexibility to meet widely variant local peculiarities and problems. 
Local handling of police and fire protection is probably immensely 
more effective than state handling of these functions could possibly 
be. Where there is no localization of the causes or benefits of a 
function, state admmistration is obviously mdicated; a state uni- 
versity to which residents of the entire state are admitted must be 
the responsibility of the state government, not of the municipality 
in which it chances to be located. But some functions primarily 
caused by or of benefit to local persons or property have important 
secondary effects on other persons and property. Road construction 
and maintenance and various public health procedures are illus- 
trations of such functions. If the local and extra-local elements of 
the function can be separated, local authorities may retam the local 
features of the function while state authorities take over the extra- 
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local. To a considerable extent, this has been the procedure in 
highway construction and maintenance. Where the two elements 
cannot be separated, the entire function may be left to the local 
authorities, subject to some degree of state control or supervision. 

2. Taxes should be administered and collected by governmental 
units of the level best fitted to administer them. Except for the 
property tax and some minor business license taxes, this rule means 
state rather than local tax administration.^ Personal income taxes, 
death taxes, and most business taxes cannot be -levied successfully 
by local governments, because they could be avoided too easily by 
the migration of large taxpayers, and because the administrative 
problems raised by these taxes are beyond the capacities of local 
administrative machmery. Furthermore, variation in the rates and 
burdens of these taxes from county to county, or city to city, runs 
counter to the popular feeling that there should be a broad degree 
of territorial uniformity in these taxes. 

3. Unfortunately, the most advantageous distribution of govern- 
mental service functions according to the canon of functional fitness 
does not coincide with the optimum distribution of tax administra- 
tion. Local governments are best fitted to perform the larger pro- j 
portion of the service functions. State governments are better fitted i 
to levy, administer, and collect most of the taxes. Unless an equaliz- “ 
ing factor is introduced, local governments are compelled either to 
restrict their functions below a socially desirable point or else to 
press to an unbearable extent upon the property tax and other 
revenues available to them. And so we come to the third canon 
of state-local fiscal interrelationship: The states must to an ever 
increasing extent devise means to put revenues they collect at the 
disposal of their local units. 

STATE-LOCAL DISTRIBUTION OF FUNCTIONS 

As noted m the beginning of this chapter, nearly all govern- 
mental “service” functions were begun by local governments. We 
have already indicated the exception of the early state canals. Agri- 

^ Reserved until the next chapter is the issue of the relative fitness of the federal govern- 
ment as against the state governments to administer certam taxes, ^ 
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cultural assistance and forest preservation also developed initially 
as state functions. Unemployment insurance is another, more cur- 
rent exception. But these exceptions are so few m number, and 
so insignificant in relation to the tremendous volume of locally 
mitiated “service” functions, that they serve merely to point the 
previous generalization. Incidentally, most of these local “service” 
functions at the time of their initiation conformed to the canon of 
functional fitness — they referred exclusively to local needs, or to 
what were believed to be exclusively local needs, and were best 
handled by local governments. 

Shift of extra-local functions 

General economic and social development has imposed extra-local 
/ significance upon many functions origmally purely local in char- 
acter. Roadways, for example, were essentially a medium of local 
transport during the nineteenth century. Intercity and mterstate 
transport moved on rails or on water. Dirt roads sufficed for local 
horse-vehicle traffic, and local governments were well fitted to con- 
struct and maintain dirt roads. When the development of the 
automobile made interurban traffic common, arterial highways had 
to be built. These served needs far wider than those of the local 
districts through which they passed. Through no act or choice of 
the road-buildmg units themselves, highway construction had ex- 
panded beyond their legitimate scope. 

Some local functions had extra-local significance from their very 
inception, though recognition of this circumstance was slow in 
dawnmg. Today, all educators argue that education had extra- 
local overtones from its very begmnmgs. Even m the early and 
middle nineteenth century, persistent shifts of population carried 
the products of education out of the communities originally pro- 
viding it. But this idea, and the derivative conclusion that state 
governments should share in educational responsibility, are fairly 
modern developments. 

j State governments have been very reluctant to take over, and 

I local governments have been equally reluctant to surrender, func- 
tions which originated locally but developed extra-local character- 
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istics. Institutional inertia frequently stands m the way of applica- 
tion of the canon of functional fitness. Even where the local and 
extra-local elements are separable, the entire function is likely to be 
left to the local authorities, with some form of financial assistance 
and possibly some degree of control on the part of the state. Not 
until extra-local elements far outweigh the purely local elements, 
and local administration fails utterly, will state governments take 
over the function. Despite state control, the local construction and 
mamtenance of arterial motor highways, for example, results in 
piecemeal and uncoordinated highway work, with awkward gaps; 
in state highway systems, inadequate and varying standards of' 
construction and maintenance, and excessive costs because of small- 
scale operations and lack of mformation about recent developments 
in highway technique and about the results of scientific road tests 
and investigations. Yet fifteen to twenty years after the inadequacy 
of the arrangement was widely recognized, motor highways con- 
tinued to be the responsibility of local governments even in the 
most progressive states, with the latter providing varying degrees 
of financial assistance and control. And today a number of mid- 
western state governments still take no direct part in buildmg or 
maintaining the state highway systems. 

Despite institutional inertia, however, the state governments are 
gradually but consistently assuming the extra-local functions which 
they are better fitted than the local governments to administer. 
Most state governments, in addition to subsidizmg local road ac- 
tivities, now build and maintain all arterial motor highways. The 
North Carolina state government in 1931, the Virginia state gov- 
ernment in 1932, and more recently the Michigan state govern- 
ment went a long step further and took over responsibility for 
county “feeder” roads, not primarily because of the extra-local 
significance of these roads but because it was felt that the state 
highway departments could do a better and cheaper job than the 
local authorities. And where state assumption is not complete, 
various elements of state functional control may he introduced 
in connection with state financial support so that local control over 
the function becomes purely nommal. 
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Only in rare instances does a state government take over an 
entire local function because some extra-local clement has developed 
or become recognized. Usually the state takes over the extra-local 
element, leaving other elements with the local governments — the 
function becomes “shared” between the state and the local gov- 
ernments. This sharmg of the highway function has already been 
noted. It occurs as well m the field of public health, where care 
of the insane and of the victims of special diseases is made a state 
, function, the number of patients per local unit bemg too small 
' to permit of efficient large-scale care and treatment, while other 
public health elements are left to the local units. Similarly, certam 
specialized elements of public education are handled through state 
agencies, while public education generally remains a local respon- 
sibility. Still another example of this sharing of functions is the 
development of state police. 

In shared functions, Imes of demarcation between state elements 
and local elements are sometimes difficult to draw, or arc drawn 
at the wrong pomts. Conflicts of authority and lack of comity 
between state and local police are not uncommon. Every motorist 
has learned to dread the changes in highway construction which 
occur where village authorities remain responsible for the stretches 
of state highways passing through village limits. But these im- 
perfections of function-sharing are minor flaws, and do not in- 
validate the fundamentally sound arrangement. 

Local revenue deficiency and functional shifting 

' Inability of local units generally, or of particular poor units, to 
finance various purely local functions has sometimes given rise 
to demands that the state government take over the functions. 
Compliance with such demands would, of course, contravene the 
canon of functional fitness, and fortunately attempts at such func- 
tional shifting have met with little success. Governmental principles 
have had institutional inertia as an ally in preventing the transfers. 
The solution here is to make additional revenues available to the 
pressed local governments, according to one of the arrangements 
discussed below. 
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SEPARATION OF REVENUE SOURCES 

Tax scholars writing during the early 1900’s thought the dis- 
parity between local revenue resources and local revenue needs 
could be met by so-called “separation of revenue sources.” State 
governments should forego their property tax levies, and possibly 
also their liquor license taxes, and derive their revenue exclusively 
from special corporation, income, death, and other taxes which 
local governments could not administer. It was argued that the 
discontinuance of state property tax levies would automatically go 
far towards easing the heavy burden of combined state and local 
property taxes on land and other forms of taxable property. Fur- 
thermore, local governments pressed for additional revenue could 
increase their property tax levies without thereby makmg intoler- 
able the already high property tax burden. If only the local gov- 
ernments levied property taxes, it was argued, they could cover 
all their revenue needs from this source, and still mamtain levies 
and assessments at a reasonably low level. 

As a supplementary argument, it was pointed out that the value 
of parcels of property derives largely from the activities of local 
governments. Reserving the property tax to the local governments 
would contribute to tax justice by limiting the taxation of property 
values to the governmental agencies which created them. Further- 
more, separation would force the state governments to develop 
other sources of revenue, which would give a more rounded char- 
acter to the combined state and local tax systems. Finally, it was 
pomted out that the cessation of property tax levies by the state 
governments would end need for state equalization, since if prop- 
erty in each county or district \^ere subject only to the tax levied 
by that county or district, the variations in county or local ratios 
would not matter. Scrapping the machinery of state equalization 
would be a step in governmental economy. And since it had never 
worked effectively anyway, property taxation would be relieved of 
one of its elements of weakness. 

At present thirteen state governments impose no state property 
tax levies, and several others in the past have experimented with 
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complete or partial separation. A primary difficulty encountered 
has been the inflexibility of the taxes assigned to the state govern- 
ments. Minute adjustment of their property tax rates to state-wide 
assessments previously permitted the state governments to equate 
expenditure needs and tax revenues with some degree of exactitude 
Corporation, income, and death tax rates do not lend themselves 
to such adjustment and fractioning, and in addition, the yield of 
these taxes is highly variable. Corporation taxes and income taxes 
produce high yields in years of prosperity and low yields in periods 
of depression, while the yield of death taxes can never be predicted, 
since the demise of a single wealthy individual will upset all 
revenue calculations. Several state governments which relinquished 
property tax levies had to restore them subsequently as adjustable 
makeweights m their tax systems. 

Moreover, it soon developed that the needs of many local com- 
munities quite outran the possibilities of their general property 
tax levies, even when the abolition of state levies permitted local 
units to rest on the property tax more heavily tlian before. State 
property tax levies, it was eventually realized, had never actually 
been very heavy, and at the most had been but a minor fraction 
of the combined state and local property tax levy, so that the 
absence of state levies did not give the local governments much 
additional leeway. 

Fmally, most of the state governments lost their interest in 
property tax administration when they relinquished their property 
tax levies. With all state restraint and supervision removed, the 
quality of local property tax assessment and admmistration de- 
teriorated. Inequalities between assessments of individual parcels 
of , property increased, and other assessment injustices were aug- 
mented. After having ended the necessity of equalizing property 
tax assessments for the purpose of state tax levies, the state gov- 
ernments found that they had to continue making equalizations 
of some sort to provide a basis for distributing local shares of state- 
collected taxes and some forms of state aid. 

The advantages once thought inherent in state-local separation 
of new revenue sources have proved largely illusory. Serious prac- 
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tkal disadvantages have been discovered to attach to the procedure. 
Separation no longer appears the fiscal panacea it vpas once hailed 

SHARED TAXES 2 

A second solution to the problem of unbalance between local 
revenue needs and local revenue sources is for the state govern- 
ments to redistribute to their local units part of the revenue from 
state-admmistered and state-collected taxes. Such tax-shanng began 
even before 1900, Early state corporation franchise or privilege 
tax levies were usually accompanied by the release of corporate 
securities from general property taxation. To compensate local 


Table 40 

STATE-LOCAL SHARED TAXES, 1902-1940 
(Amounts in millions) 


Tax 

1902 

1912 

1925 

1928 

1932 

1934 

1936 

1938 

1940 

Personal income 


$ 12 

$ 59 8 

$ 57 5 

$ 32 7 

$ 28 9 

$401 

$ 66 7“ 

$ 37 6'' 

Corporation 

$ 64* 

13 3 

37 4 

62 0 

33 9 

24 7 

1 447 

454 b 

Death 

2l 

5 

34 

46 

31 

26 

34 

4 ' 

32 

Motor vehicle 


9 

58 2 

67 0 

52 6 

619 

74 3 

59 9 

80 2 

Motor fuel 



28 8 

642 

113 4 

110 7 

128 9 

195 4 

179 8 

General sales 






36 

79 0 

36 2 

30 4 

Liquor 

Other . , . 

10 9 i 

14 2 




26 4 

37 3 1 

49 5 

527 


22 

75 

11 8 

42 

50 

225 

59 8 

43 9 

Total . 

$17 5 

$32 3 

$195 2 

$267 2 

$239 9 

$263 7 

$430 1 

$467 8 

$484 6 

Proportion of local 

2 3% 

2 2% 





3 4% 

revenue 

4 7% 

5 4% 

4 6% 

4 3% 

41% 

32 % 


a Includes personal and corporation income taxes, other corporation taxes included under “other “ 
b* Plus $11 4 million from income taxes not separable into personal and corporation 


Denved from Twentieth Century Fund, Facmg the Tax Problem, pp S77-S78, Umted States Bureau 
of the Census, Ftnanctal Staltshcs of States, 19S8, and State Tax CoUecttons, 1940, 

units for whatever loss of revenue was thus incurred, a dozen or 
more states before 1900 gave counties or other local units some 
share of the corporation tax collections. One state shared its m- 
heritance, tax receipts. New York and a few other states redis- 

2 The federal Bureau of the Census counts a tax as “shared” only when it is redistributed 
back to the localities substantially in proportion to collections Most fiscal economists take 
the view that any distribution of a prescribed fraction of a tax back to the localities on any 
basis makes it a “shared” tax The discussion that follows is based on tbe second in- 
terpretation of tax “shanng,” The figures for 1938 and 1940 m Table 40 have been adapted 
to this second interpretation 




728 STATE-LOCAL FISCAL RELATIONSHIPS 

tributed part of their state liquor tax collections back to their local 
governments. 

After 1910, the priaciple of state-local tax sharing spread rapidly. 
The impetus came from abolition of various elements of intangible 
property taxation, with the substitution of state-collected in lieu 
taxes.® These reforms of the general property tax tended to deprive 
the local governments of part of their property tax base, and ele- 
mentary justice dictated that they be allowed to share in the special 
substituted taxes levied by the state governments. Local govern- 
ments thus were granted a share in the proceeds of state-admin- 
istered mortgage taxes, motor vehicle license charges, bank share 
taxes, severance taxes, and personal and corporation income taxes. 

During the 1920’s, tax-sharing was increasingly motivated by 
the recognition that local property tax revenues were insufficient 
to cover local expenditures adequately. In many instances, prob- 
ably, the circumstance that local functions involved extra-local 
elements was an influencing factor. This functional tie-up is indi- 
cated by the frequency with which the tax shares granted during 
these years were earmarked to particular functions; shares in motor 
vehicle and gasolme tax revenues were earmarked to roadway con- 
struction and maintenance, shares in income and corporation tax 
revenues were earmarked to educational expenditure. 

Recent tax-sharing legislation has turned away from the ear- 
markmg principle. The drop in local property-tax collections as 
a consequence both of depression and of the passage of new tax- 
limitation laws in some states has made property tax revenues in 
many localities inadequate to cover even purely local functional 
expenditures. To have earmarked the shares of sales tax, income 
tax, business tax, and other tax revenues given to these hard-pressed 
units would not have solved their problem. Their need was not 
for more street funds or school funds, but for sufficient revenue 
to enable them to survive. And so, once again, local governments 
have been given “general fund” shared revenues. 

At present forty-one states share one or more taxes with their 


See p 365 o£ this volume^ 
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local units. From a revenue standpoint, the gasoline tax is the 
most important shared tax. Thirty-one states gave their local units 
$180,000,000 from their gasoline tax receipts m 1940; this was over 
one-fifth of the total state gasoline tax collections for the country. 
Sixteen states allowed their localities a share in their motor vehicle 
license revenues; in two cases, practically the entire amount col- 
lected was distributed to the local units. Sixteen states distributed 
part of their liquor sales or liquor license taxes. Six of the thirty- 
two states imposing corporation income taxes and ten of the thirty- 
four states imposing personal mcome taxes shared these with their 
local governments. Among other taxes shared in some states are 
sales taxes, inheritance taxes, severance taxes, and mortgage re- 
cording taxes. 

Bases of distribution 

With what class or classes of local units — counties, townships, 
cities, villages, school districts, special districts — shall a state share 
Its revenues? All are afflicted with a fundamental insufficiency 
of tax base m view of the functions they are called upon to exercise. 
All have claims upon the state for fiscal assistance. On paper it 
might be possible to work out a system of distributmg shared taxes 
that would do justice to the claims of all classes of a state’s local 
governments. What actually happens is that one tax is shared with 
the counties because relief of the farm tax burden was forcibly 
urged upon a legislature, or because champions of highway con- 
struction or charitable work — ^functions exercised primarily by the 
county governments — ^pleaded for more county revenue for these 
functions; another tax with a different unrelated yield is shared 
with the cities because their mayors made an effective lobby; still 
another tax is shared with the school districts as an alternative 
to state school aid. Such haphazard grants of tax shares are in- 
efficient and produce almost as much inequity as relief. As one 
recent study of the subject concludes: 

Where the structure of local government with a state varies in 

different areas, it is practically impossible to share taxes with a 
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given type of local government, without providing some units 
with needless revenues, and giving little relief to others. To an 
extent the apportionment to one class of authority relieves pres- 
sure on the revenue sources of the others, but the mdependence 
of action of each body and the restriction of their tax powers 
tend to reduce this advantage.^ 

The simplest method of distributing shared revenue to a class 
of local government is to return to each locality a prescribed frac- 
tion of the tax actually collected there. Motor vehicle license tax, 
sales tax, and liquor' tax collections are usually shared on a “source” 
basis. Such distribution is the exception with gasolme taxes, death 
taxes, and corporation taxes. “Source” distribution of shared in- 
come, death, and corporation taxes is open to obvious criticism. A 
community “colonized” by wealthy mdividuals might receive more 
shared mcome and death tax revenue than it could properly use, 
while poor communities, where the need for shared revenue is 
much greater, -would receive but trifhng assistance. “Source” dis- 
tribution of corporation taxes is still less justifiable. Large corpo- 
rations having widely scattered operating properties pay state taxes 
through their head offices, and these are likely to be grouped to- 
gether m one or two leadmg cities m the state. “Source” distribu- 
tion of the taxes would give these cities, or their counties, a royal 
revenue while all other communities would receive mere driblets. 
Sharing gasoline, motor vehicle, and sales taxes on a “source” basis 
results in a more even distribution of the revenue. Relative needs 
of the sharmg communities are still ignored, but at least there are 
no glaring mequalities. 

A second method of distribution has been devised for shared 
mcome, corporation, and other taxes, which ehmmates the inequali- 
ties arising from direct “source” distribution. Shared revenues are 
apportioned on some presumptive basis of collection, such as popu- 
lation or the value of properties assessed for general property taxa- 
tion. When assessed valuations are the standard, it is desirable, 
from one point of view, to use the figures for equalized valuations 

^ Henry J Bittermann, Slate and Federal Grants~tn-Aid (Mentzer, Bush & Co„ New 
York, 1938), pp 44-45. 
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rather than those for original assessments, so that the differing 
ratios of assessment m the various parts of the state do not affect 
the distribution of the shared revenue. However, some tax ad- 
ministrators champion the use of original assessments as a dis- 
tribution basis, on the theory that it will mduce local assessors to 
increase the ratio of property assessment, and make extra efforts to 
discover unlisted property, m order to secure as large a share of 
the distributed revenue as possible for their own districts. It is 
argued that the advantages of a vigorous mcentive to good assess- 
ment outweigh the injustices involved m possible disproportionate 
distribution of the shared revenues. 

Still another basis for distribution, frequently employed where 
the shared revenue is earmarked to some particular function, is 
some measure of the relative obligations of the localities in con- 
nection with that function. Several states, for example, distribute 
part of their shared gasolme tax revenues on the basis of highway 
mileage. Special property, income, and other tax revenues ear- 
marked to school expenditure, or distributed among school districts, 
may be apportioned accordmg to school census figures or school 
attendance. Such sharmg systems are a step towards the desirable 
goal of equalization — ^but only a step, since they do not take into 
account the varying capacities of the localities to support the func- 
tions to which the revenues are earmarked. And if equalized 
support of some local function, particularly one with extra-local 
elements, is desired, a grant-in-aid which entails an element of state 
control would seem a more efficient method than an equalized 
sharing of some tax revenue. This criticism would not apply to 
an equalized tax-sharing if the shared revenue went into the general 
funds of the benefited local governments — ^but until now equalizing 
bases of distribution have not been applied to generM-fund revenue- 
sharing. 

Critique 

Shared taxes are a useful means of relieving local revenue 
strmgencies. State legislatures have been generous m their grants, 
but so far, they have given the technique of distribution' mdifferent 
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or casual attention, with the result that in many states serious de- 
fects mar the sharmg system. Most of these can be corrected, and 
probably will be corrected in time as the legislatures become aware 
of the abuses involved. One disadvantage of tax-sharing, however, 
IS inherent in the system itself and cannot be modified. Local 
governments are compelled to depend for part of their revenues 
upon an outside source unrelated to their individual peculiar neces- 
sities. What is more, the local shares of certain taxes — ^personal 
and corporation mcome taxes for example — vary widely through 
successive phases of the business cycle, with unfortunate conse- 
quences for local budgets. 

SUPPLEMENTARY LOCAL RATES 

Some writers have suggested, as an improvement upon tax 
sharing, an arrangement whereby local governments could super- 
impose supplementary rates upon various state taxes collected within 
their jurisdictions. Cities and counties would be authorized to add 
an extra per cent or two to the state mcome taxes imposed on their 
inhabitants, or perhaps an extra cent on gasolme sold within their 
territory, or perhaps an extra half per cent on local sales. State 
agencies would remain fully responsible for administermg the tax, 
would collect both the state tax and the supplementary local levy, 
and would remit the supplement to the locality. 

This system, it is claimed, opens to localities the possibility of 
revenue from a wide range of taxes other than the property tax 
without subjecting them to an arbitrary financial arrangement 
imposed by an outside authority— the state legislature. Each locality 
can set its supplementary rates at the levels dictated by its par- 
ticular needs, and can vary them as circumstances change. 

But supplementary local rates present more disadvantageous than 
advantageous features. Essentially, they are voluntary instead of 
universal sharing on a “source” basis, and are subject to all the 
weaknesses of “source” sharing. If used in connection with per- 
sonal income, death, or corporation taxes, only a few fortunately 
situated communities could derive any substantial revenue from 
them. And rarely if ever could a supplementary rate equal the 
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substantial tax rate in effect credited to localities under sharing 
arrangements. A state can give half of a rich man’s 6 per cent 
income tax to a locality, but were that locality to levy a special 
supplementary 2 per cent rate, the rich taxpayer might well move 
to some other community which imposed no supplementary rate. 
Similarly a locality’s portion of a six-cent shared gasolme tax may 
equal four cents. Yet let it levy a supplementary two- or three-cent 
rate, and many gasolme purchases would be made in other counties . 
having lower or no supplements. Similar avoidance, sufficient to 
nullify the tax, would probably occur if substantial supplementary 
local rates were levied on death or corporation taxes. 

Applications of the supplementary local rate idea have been few 
New York City imposed a supplementary death tax rate for a few 
years. Some southern states authorize theur counties or villages 
to levy supplementary gasoline tax rates, and a number do so. 

STATE-LOCAL GRANTS-IN-AID ^ 

The most important method by which the states give financial 
assistance to their local units is the grant-in-aid. Unlike the shared 
tax, it is an appropriation of a definite sum to a specified local 
function, rather than an appropriation of an uncertain and varymg 
tax revenue. Grants-in-aid are universally earmarked to particular 
functions, in contrast to the situation with shared taxes. And 
finally, a grant-in-aid generally carries with it some degree of state 
control, whereas such control is exceptional in the case of shared 
taxes. Some writers would draw the distinction that grants-in-aid i 
are given only for local functions involving some extra-local ele- ( 
ments, while shared taxes are a means of meeting the deficiencies 
of local revenue in covering purely local functions. This last is a 
distinction which state legislatures probably should draw between 
shared taxes and grants-in-aid, but which they have so far ignored; 
as the preceding pages indicated, shared taxes are frequently ear- 
marked for highway and school expenditure, both of which have 
come to be “extra-local” functions. 

* Good recent studies on tlm subject arc Bittermann, op at , and R J Hinckley, State 
Grants-tn’Atd (New York State Tax ConwnUiiojp Special Report No 9, 1935) 
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History 

American state-local grants-in-aid can be traced back to the 
seventeenth century, when several of the colonial governments 
set aside various land grants for the support of the public schools. 
In 1795 Connecticut set up a Permanent School Fund, the mcome 
from which was to be used in aid of local education. This aid, 
distributed to the school districts in unconditioned grants, caused 
them to depend almost exclusively on state funds rather than at- 
tempt to raise revenue on their own accounts. 

During the nmeteenth century, a number of state constitutions 
recognized various degrees of state responsibility for education and 
provided for state grants when, as, and if funds became available. 
In a few instances the funds were appropriated and distributed 
Nearly every state established a permanent school fund whose 
capital would be derived from the sale of lands granted by the 
federal government and by the states themselves for school as- 
sistance. The interest from these funds, it was thought, would 
cover a substantial fraction of school costs in perpetuity. But the 
management of most of these school land funds was scandalous, 
and today only three or four of the funds make any significant 
contribution to school support. In a number of states, the income 
of school land funds was supplemented by earmarked state taxes; 
early inheritance taxes were also frequently earmarked to state 
school funds. Such as they were, these funds provided small annual 
incomes to be distributed among local school districts. The amounts 
being small, they were usually distributed m some proportion to 
the relative school expenditures of the local districts, with a vague 
idea that the local districts would be encouraged to increase their 
school expenditures by the prospect of obtaining a larger share of 
state funds. 

A final stage in state school aid history has been state legislative 
appropriation of regular and growing amounts for distribution 
among the local school districts either to encourage their education 
activities or, more significantly, to equalize relative educational op- 
portunities between rich and poor districts. Massachusetts, in 1874, 
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was the first state to employ an equalizing basis in its distribution 
of school aid. With this development m school aid entered the 
factor of state governments usmg the grant-m-aid system to buy 
varying degrees of control over local educational admmistration 
State highway aid developed considerably later than state school 
aid. Recognizmg that local governments should not be called upon 
to bear all the expense of constructing and maintaming arterial 
highways, New Jersey in 1891 provided a small highway aid ap- 
propriation. Massachusetts did likewise in 1892, Connecticut and 
California in 1895. Withm a short time, nearly all states had high- 


Table 41 

STATE-LOCAL GEANTS-IN-AID, 1902-1938 
(Amounts in millions) 


Purpose 

1902 

1912 

1925 

1928 

1932 

1935 

1938 

Education 

$45 4 

$82.1 

$254 1 

$323 1 

$397 4 

$521 8 

$ 642 5 

Highways 


1 

63 1 

42 1 

63 0 1 

57 5 

75 5 

Welfare . j 

1 

1 

3 9 

10 3 

42 1 

178 7 

347 4 

Other 

12 9 

4.5 

19 5 

69 

16 2 

15.1 

46 

Total 

$58 3 

$86 6 

$340 6 

$382.4 

$518 7 

$773 1 

$1,070 0 

Proportion of 
local revenue 

7 5% 

6 0% 

8 2% 

7 7% 

9 9% 

12 0% 

7 5% 


* Included with “Other 


Derived from Twentieth Century Fund, Facing the Tax Problem, pp 577, 579, and United States 
Bureau of the Census, Financial Statistics of States, 19S8, p 97 

way aid systems. Dominant from the very beginning was state 
desire to buy some control over local highway functions, in order 
to impose uniform standards of construction and maintenance. Not 
until the 1920’s did many states mtroduce an element of equaliza- 
tion into their highway aid, to make possible the development of 
adequate systems of rural roadways in poor and sparsely settled 
sections. 

State grants-in-aid are a relatively recent development in the 
welfare field. As late as 1925 only $4,000,000 was distributed for 
such purpose. In 1932 the distribution was only $42,000,000. De- 
pression not only augmented the scope and volume of local welfare 
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functions, but introduced many extra-local elements, and the state 
governments had to come to the assistance of their hard-pressed 
localities. Between 1932 and 1935 welfare grants-in-aid more than 
quadrupled. The federal Social Security Act of 1935 laid a founda- 
tion for further enlargement of local welfare functions to be ac- 
complished with increased state assistance. State-local grants-in-aid 
for poor relief, mothers’ pensions, child aid, care of the blind, and 
other welfare purposes increased tremendously; by 1938, state-local 
grants-in-aid for these purposes were nearly $350,000,000 — almost 
double the figure for 1935. All indications pomt to the continued 
rapid increase of this class of aid. 

State control 

When state governments distribute school, road, welfare, or other 
aid to local governments, they usually provide that the local ac- 
tivity for which the aid is granted must measure up to certain 
state-prescribed standards. If a school or a piece of local highway 
construction fails to conform with the state standard, the local 
government cannot share in the state distribution. Partisans of 
local self-government have been bitter against this feature of state- 
local grants-in-aid, claiming that the state governments are in effect 
buying out the independence of local communities. This charge 
cannot be denied. But it may be fairly questioned whether buying 
out the “anarchy of local autonomy” in functions such as public 
education and highway construction which involve extra-local ele- 
ments is not a pure benefit with few offsetting disadvantages. 
Were the local governments left to themselves, their indifference, 
ignorance, and inertia might result in reprehensibly low levels of 
educational and roadway accomplishment. State control, accepted 
because of the opportunity to share in state funds, guarantees at 
least a minimum level of achievement. And individual communi- 
ties, 'fortunately situated as to resources and willing to employ 
those resources to public purpose, are in no way prevented from 
expending as much more than the required minimum as they wish. 

There is, however, a latent danger in achieving state control of 
local fimctions through state aid if no element of equalization 
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enters into the distribution of the aid. The minimum standard 
of accomplishment required for participation in state funds may 
be set so high as to injure the poorer local districts. Counties, 
municipalities, and school districts within a state differ widely in 
their fiscal capacity. A state-standard school program putting no 
burden upon a rich suburban community might strain to the break- 
ing point the resources of a poor rural district. Poor districts 
which do not meet this standard are excluded from any share 
m the state fund to which their taxpayers have contributed, and 
which they need much more than their more prosperous neighbors. 
Yet if the standard of accomplishment is set low enough to be 
within reach of the poorest communities in a state, it is likely to 
be so low as to be practically meanmgless. Equalization aid, of 
course, does not create this problem. 

Bases of distribution 

Bases for the distribution of state aid to local governments differ 
according to the purpose to be effected by such aid. 

Where a state government is mterested only m supplementing 
local expenditures for particular functions, it can distribute fixed 
or proportionate amounts of state funds to local districts irrespective 
of their relative needs or accomplishments. School or road aid 
distributed on the basis of population or area would ease the local 
burden of financing these functions, but it would not necessarily 
improve the character of the education given or of the roads built. 
The distribution of school aid on the basis of school enrollment, 
and of funds for highway maintenance on the basis of existing 
highway mileage, might be fairer methods of distributing state 
aid, but they would be equally bare of extraneous accomplishment 
Supplementary state aid distribution had historical precedence over 
other bases, but apart from relievmg local property tax burdens, it 
has little, if anything, to recommend it. 

Where the fund at the disposal of the state is relatively small. 
It is best distributed so as to encourage local activity, whether in 
road construction and maintenance or in education. A small state 
school fund might be distributed pro rata to school enrollment 
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with the proviso that the school curriculum or construction in each 
district receivmg state money must first be approved by the state 
school authorities. State school aid might also be distributed to 
encourage local school activity by relating it to average teachers’ 
salaries in each district, or to school costs per pupil in each district, 
thereby encouraging the employment of higher-salaried teachers 
or an increase in school expenditures. A small state road fund 
might be distributed pro rata to local highway expenditure or mile- 
age of motor highways mamtamed by the local units Distributed 
on such bases, small amounts of state aid may inspire local activi- 
ties much greater than could be financed by the direct expenditure 
of the state fund. The danger of such methods of distribution 
is that the more prosperous districts, which can make large ex- 
penditures on the aided functions without straming their resources, 
will obtain a disproportionate share of the state fund. 

Where a state government has a large aid fund at its disposal, 
part if not all of this fund should be used to equalize between 
richer and poorer districts, supplementing the deficiencies of the 
latter. State money enables the poor districts to provide vitally 
necessary school, road, welfare, and other governmental functions 
which, because of their poverty, they might not otherwise be able 
to finance. Strong state control over the subsidized local functions 
can still be mamtained by requiring the subsidized local activity 
to conform with state specifications and standards before the gov- 
ernments undertaking it can receive any state money. 

A thoroughgoing equalization grant would have to combine 
several separate elements in its distribution basis. First, the relative 
needs of the localities m connection with the function would have 
to be taken into consideration. In the case of school aid, this would 
involve the number of children of school age in each district, with 
some modifier to cover school attendance customs in the com- 
munity. In the case of highway aid the factors would be area, 
population, character of traffic to be served, and also costs of con- 
struction as determined by topographical features and roadway 
character. For each class of welfare aid a suitable set of need 
determinants would have to be formulated. 
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A second factor which must enter into an equalization basis of 
state aid distribution is the relative ability of the various localities 
to support the function in question out of their own fiscal resources. 
Since the property tax is practically the sole source of most local 
revenue, this means relating the basis of distribution inversely 
either to property assessments or to the revenue which can be raised 
in the various districts by some prescribed property tax levy. As- 
sessed valuations reported for property tax purposes are, of course, 
a very poor indication of the relative ability of local districts to 
support particular governmental activities. But since no state pos- 
sesses accurate statistics on the income or wealth of the residents 
of Its local subdivisions, property tax data are the best measure 
available. Attempts on the part of some states recently to use 
estimates of local wealth and income, or figures on local retail 
sales, in their aid distribution bases have produced mjustices quite 
as serious as those which occur when property valuations are used. 

During the years when equalization distribution was still in an 
experimental stage, some states made the mistake of distributmg 
funds mversely to original property tax assessments, before these 
had been equalized by a state tax commission or a state board of 
equalization. It was soon evident that it was to the interest of 
each local district to assess its property as low as possible in order 
to obtam a larger share of state aid. Although this defect has been 
remedied in most states which provide for state equalization of 
property tax assessments, it remains a problem in states like Penn- 
sylvania where abolition of the state property tax has elimmatcd 
state equalization of property assessments for state levy purposes 

Quite clearly, the current trend is leading away from supple- 
mentary and encouragement bases of state aid distribution to < 
equalization distribution. Constitutional provisions requiring state 
school funds to be distributed on the basis of school population 
have, however, barred some states from devoting their state school 
funds outright to equalization. In other cases, small state school 
and highway funds have gradually evolved into large funds. With- 
out any clear understandmg of the difference between usmg a state 
fund to encourage local effort and using it to equalize local effort, 
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state governments have attempted to graft elements of equalization 
piecemeal into a distributive system built originally around a small 
state fund effective only for encouragmg local effort. The result 
has been wasteful complexity. A special inquiry some years back 
mto New York’s method of distributing its state school fund led 
to the conclusion: 

At present no less than thirteen different criteria are utilized 
in distributing state aid for schools The system is so compli- 
cated that even those who are charged with the details of its 
administration testify that it is in some cases impossible to carry 
out the provisions of the law or even completely to understand 
them. ... With all its complications, the system accomplishes 
almost nothing at all in achieving the end which is believed to 
be the primary purpose of a system of state aid, that is, the 
equalization of educational opportunity in providing an accept- 
able educational offering In its attempt to accomplish many 
things It fails entirely to accomplish its main task of equalizing 
the support of education throughout the state. Indeed in some 
cases It appears to take from the poor and give to the rich 
communities.® 

Fortunately, legislators are giving more thought to this problem 
now than formerly, and many of these incongruities are bemg 
cleared up. 

State aid and governmental efficiency 

In general, by holding some local governments to standards of 
functional performance higher than they would achieve on their 
own account, and by establishing elements of uniformity in extra- 
local functions, state aid combmed with state control improves the 
quality of local governmental activity. Under certain circumstances, 
however, it may become a factor in perpetuating certain elements 
of inefficiency. 

Scattered over the country are many “submarginal” school dis- 
tricts, road districts, villages, and counties, too small m geographic 
area or population, or too poor in taxable resources, to be able to 


^ New York Legislative Document (1925) No» 97, pp. 27, 28 
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undertake the special functions which are the basis of their exist- 
ence. Were no equalizing state aid available, their provision of 
schools, or roads, or poor relief, or other functions would be so 
shockingly inadequate that, once called to legislative attention, a 
fundamental solution of the problem would be sought. In many 
cases the difSculty might be met by consolidating or reorganizmg 
the submargmal districts into better-balanced units. In extreme 
cases it might be advisable to move population groups from areas 
which cannot provide normal livings and resettle them elsewhere, 
m the process junkmg the governmental organizations of the sub- 
margmal areas. But a liberal state aid policy may enable govern- 
ments in these submargmal areas to drag along a parasitic existence, 
and defer the reorganization or scrapping process which ultimately 
must take place. Surveys in New York during the 1930’s, for ex- 
ample, disclosed school districts serving one or two children, when 
transportation to a nearby school would xost less and provide the 
children with better education; but nine-tenths or more of the 
school costs in these districts were covered by equalizing state aid, 
and so they were maintamed. Even more striking examples were 
the towns whose highway payrolls, financed primarily by state aid, 
ctmtained the name of every able-bodied man in the town, when 
the roads thereby mamtained, together , with the occasional sub- 
marginal farms they served, might better have been abandoned.'' 

Another occasional unfortunate consequence of state aid is its 
perpetuation of local adimnistration of functions whose extra-local 
significance dwarfs their purely local elements, and which should 
be transferred to state administration. Local oflScials are more likely 
to elmg to the power and mfluence which the administration of 
the function gives them, when because of state aid it involves little 
direct cost to their constituents. State highway aid has blocked 
the transfer of the highway function from the localities to the state 
governments in so many states, that some writers feel it has been 
more of a deterrent than an encouragement to the development of 
sound integrated motor highway systems. 

See Mabel Newcomer, “Locally Shared State Revenuea.” National Municipal Review, 
Vol XXIV, 1935, p 680 
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Interstate and Federal-State 
Fiscal Relationships 

Rarely, during the nineteenth century, did the fiscal activities 
of one state impinge upon those of another. Their functions could 
not possibly overlap. And, with most states dependmg for their 
revenues primarily on property tax levies, there was little chance 
of tax competition among them or of double taxation problems, 
The federal government and the state governments were also dis- 
sociated functionally and fiscally. Functions and revenue sources 
were both rigidly separated. 

Interstate and federal-state fiscal compartmentalization, like state- 
local fiscal compartmentalization, are now things of the past. Tax 
bases overlap as between states, producing double taxation. States 
enter mto tax competition, bidding for personal and business resi- 
dents by the lure of low taxes. The federal government interests 
itself in functions formerly exclusive state or local prerogatives. 
And the states and the federal government encroach upon each 
other’s tax realms, to the distress of taxpayers caught between the 
superimposed systems. 

The fiscal issues mvolved m these interrelationships have become 
focal points of popular attention. We have become aware, at last, 
that problems — ^big problems — are presented by these mterstate and 
federal-state fiscal interrelationships. As for solutions, we are at the 
stage of discussion and experimentation. 

INTERSTATE FISCAL RELATIONSHIPS 

State territorial separateness results in general dissociation of 
their service activities. New York’s school and poor relief systems 
are no concern of New Jersey, and vice versa. Interstate functional 
cooperation occurs in highway and bridge construction, in police 
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work, and in some other fields, but such cooperation does not ex- 
tend to fiscal provision for these activities. Where fiscal as well as 
functional unity is necessary to some mterstate enterprise, the state 
governments are inclmed to step out of the picture entirely, transfer- 
ring the function and its fiscal provision to an independent service 
agency created by interstate compact. New York and New Jersey 
established such an agency, the Port of New York Authority, to 
develop the traffic facilities of the New York and Jersey City port 
areas; similar “authorities” have been discussed as possible solutions 
for other interstate service problems. 

But the insularity of state functional activities is not duplicated 
m the revenue field. The legal fictions underlying taxation are 
not mutually exclusive along state lines, so that a single economic 
element may be subject to taxation on different bases by more than 
one state. “Compliance costs” of business enterprises having m- 
terests in more than one state are increased by the lack of uni- 
formity m state tax systems,, And personal and busmess mobility 
IS sufficient to establish the states as competitors, on the basis of 
relative tax burdens, for the residence of certain classes of persons 
and business enterprises. 

Double taxation 

Three forms of so-called multiple or double taxation appear in 
the United States: 

(1) Multiple-aspect taxation by a single taxing jurisdiction, 
as when a state subjects corporations to a capital stock organiza- 
tion charge, a net income annual franchise tax, a property tax 
on their property holdings, a sales tax on their sales, and per- 
haps still other special license taxes 

(2) Superimposed taxation by taxing jurisdictions of differ- 
ent grades, as when the federal and state governments both tax 
personal or corporation mcome, or when a state government and 
various grades of local governments superimpose property tax 
rates on taxable property 

(3) Overlapping taxation^ as when two states, or two coequal 
local districts, impose similar taxes on occasional taxable objects 
because judicial construction of their tax powers allows. of over- 
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lapping jurisdiction Such overlapping taxation was formerly a 
major problem m state inheritance and busmess taxation, is still 
an issue in state personal income taxation. 

No discrimination between individuals is involved in multiple- 
aspect taxation — or at least no more than may be involved in each 
individual tax in the multiple scries. In the light of its effect on 
the distribution of tax- burdens among mdividuals, therefore, it is 
unobjectionable — ^it is not “unjust” by any Ime of argument. 

Superimposed taxation, likewise, works no discrimination be- 
tween individuals, and consequendy perpetrates no “mjustice.” It 
may, however, profoundly affect the economic character of a tax. 
A federal income tax by itself may be heavy without being con- 
fiscatory. So too, a state income tax may impose a fairly moderate 
burden. But superimpose the two, and the result may closely 
approach confiscation. 

Overlapping taxation by two states does discriminate between 
individuals. A, who lives in Mississippi and earns his $25,000 
mcome there pays an income tax of $1165. B, who also lives in 
Mississippi but receives $25,000 for services performed in New Or- 
leans, pays $1165 to Mississippi and $800 to Louisiana. Although 
no one could possibly argue that 5’s governmental benefits are 
more numerous than A’s, or that his taxpaymg ability is greater, 
or that he sacrifices less m paying taxes, he pays a double income 
tax. In this case, the tax cannot be denounced under one theory 
of justice, and defended under another. The double tax on B is 
“unjust” by every conceivable standard. 

Overlapping double taxation can exist only when both of two 
conditions are present. First, judicial construction must impute 
two or more tax locations to a taxable subject. Income receipt, 
for example, is construed to occur in both the state where it is 
earned and the state of the recipient’s domicile. Transfer of 
tangible personalty on the owner’s death was formerly construed 
to occur in both the state of its location and the state of the owner’s 
domicile. And second, the taxing states, eager to reach every dollar 
of revenue allowed by judicial construction, must levy their taxes 
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on two or more allowable bases. Overlapping double taxation can- 
not occur if two states tax mcome solely on the basis of the re- 
cipient’s domicile. But if two states tax income on the bases both 
of derivation and of domicile, or if one uses a derivation basis 
and the other a domicile basis, some individuals will be caught by 
the overlappmg. 

One possibility of eliminating overlapping double taxation would 
be a reversal of judicial construction to allow only one situs for any 
taxable item. As was noted in Chapter IX,’^ the Supreme Court 
recently reversed itself on situs in state inheritance taxation, elim- 
inating double taxation m this field. Many predict a similar limita- 
tion of the principle of situs with respect to business and personal 
income taxation. 

Limitation of state taxes to some single base is a second possi- 
bility in the elimination of overlapping double taxation. But in- 
dividual self-denying ordmances are difficult to obtain. Every state 
expresses willingness to take such action — after neighbormg states 
have done likewise. None the less, a few progressive states can, 
by reciprocal clauses in the tax laws, initiate a movement to elim- 
inate overlappmg double taxation without sacrificing their interests 
to those of their laggard neighbors. Under a “reciprocal” income 
tax statute, the levy would be made on the two bases of domicile 
and derivation. The law would provide, however, that should the 
income tax law of any other state exempt income earned withm 
its borders by residents of the first state, then the first state would 
extend a corresponding exemption to income earned within its 
borders by residents of the other state. Even though other states 
taxed derived mcome without providing reciprocal exemption, the 
first state to adopt a reciprocity clause would sacrifice no part of 
its revenue. As more and more states made provision for reciprocal 
exemption of “derived” income, overlapping double taxation of 
income would be reduced. Before the Supreme Court reconstrued 
inheritance tax law to provide a smgle situs for death taxation, 
reciprocal , state action had ehmmated most of the overlapping 


1 See p 215 of thus volume. 
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double taxation m this field. As of 1932, tlurty-nme of the forty- 
seven state death taxes had reciprocity clauses. Sixteen of the state 
income taxes had such clauses in 1940. 

Interstate tax uniformity 

No advantage would be sustained if two or more states made 
their poll or private automobile tax laws identical as to language 
and administration No disadvantage is suffered if poll or auto- 
mobile tax laws vary widely from state to state. A poll-taxpayer 
or automobile owner is concerned with one tax, and one only — 
that of the state of his residence or the state of the car’s registration 
— and it does not matter to him if other states employ different 
forms of the tax and if different judicial constructions are placed 
on the poll and auto registration taxes of other states. But most 
taxes may have to be paid m more than one state by a larger or 
smaller number of taxpayers. An individual may pay income tax 
not only to the state of his residence, but to several others from 
which he derives elements of income. The executor or admin- 
istrator of an estate must prepare forms and pay taxes m the state 
of the deceased’s residence and in every state where any of the real 
or tangible property is located. Gasoline distributors may be re- 
sponsible for mitial payment of gasoline taxes in the several states 
in which they do business. And — most important of all — incorpo- 
rated enterprises must pay special taxes in every state in which they 
do busmess. 

Nonuniformity of state tax laws is responsible for some of the 
overlapping double taxation noted in the precedmg pages Each 
different basis on which a taxpayer must calculate tax liability means 
'^an additional accounting calculation, and hence an addition to tax 
compliance costs. And dissimilar tax statutes lead to variant judicial 
constructions, further adding to the taxpayers’ worries and troubles. 
While, interstate uniformity in tax laws is not as absolutely necessary 
as uniformity in negotiable instrument laws or sales laws, it would 
at the very least be a trouble-saving and money-saving convenience 
to many taxpayers. 

To achieve interstate tax uniformity, it is not necessary that every 
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state impose exactly the same taxes at exactly the same rates. Each 
state has its own particular revenue needs, and its own special choice 
as to the distribution of tax burdens among economic and social 
groups. Uniformity could not extend to identity of tax rates and 
exemptions, or even to identity m the taxes imposed. If a state 
chooses to levy a regulatory chain store tax, and courts approve, it 
should be free to impose the tax But the basis of any one kind of 
tax should be uniform from state to state, the included and excluded 
elements should be reasonably uniform, the language of the laws 
should be identical, the regulations should be identical, and the tax 
return forms should be identical m all points except the calculation 
of the tax on the basis of the statutory rate. 

Interstate tax uniformity has long been held a desideratum, but 
positive action m that direction has been delayed. As long ago as 
1901 the National Civic Federation called a conference on taxation 
to obtain “more uniformity and interstate comity” in tax systems, 
the conference bore no fruit. In 1902 the Commissioners on Uni- 
form State Laws appointed a committee on uniform taxation, which 
in 1928 produced a Uniform Reciprocal Transfer Tax Act. A 
“model tax plan” committee appointed by the National Tax Asso- 
ciation reported in 1919; ^ its report was discussed for thirteen years, 
a new committee was appomted m 1932, and a second, comprehen- 
sive report was made in the year following.® Recently the Interstate 
Commission on Conflictmg Taxation, the Council of State Govern- 
ments, the Tax Revision Council, and other national associations of 
state legislators and officials have conducted research on and given 
consideration to the problems of uniformity. What is still lackmg 
IS a series of model uniform tax laws — a model uniform sales tax 
law, a model uniform personal mcome tax law, a model uniform 
gasoline tax law, and so forth — each complete except for rate and I 
exemption provisions, and ready for word-for-word enactment. 

If and when that vital first step of formulating model uniform tax 

2 “Prclimmary Report of a Committee of tiic National Tax Association on a Model Plan 
of State and Local Taxation,” Proceedings of the Twelfth National Tax Association Con- 
ference, 1919, p 426 ff. 

3 “Second Report on a Plan of a Model System of State and Local Taxation,” Proceedings 
of the Twenty-Sixth National Tax Association Conference, 1933, pp. 353-420« 
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laws IS taken, it will be but a beginning in the movement towards uni- 
formity Afterwards, all interested organizations will have to make 
concerted drives to persuade the state legislatures actually to enact 
the model laws. And finally, when and if uniform tax laws are on 
the statute books, the various associations of state tax officials will 
have to formulate a procedure for maintaining umformity of regu- 
lations and report forms. 

Interstate tax competition 

Real property cannot be moved from one state to another to avoid 
tax burdens. But some elements of tangible personalty are shiftable. 
In choosing states of incorporation, and when locating factories and 
offices, corporations can take relative tax burdens into account. Some 
wholesale and even retail sales transactions can be effected in one 
state or another according to the relative tax liabilities involved. 
And men of wealth can choose their states of domicile with a view 
to mmimizing income and death taxes. 

For most state taxes, the margin of taxpayers who can shift from 
one jurisdiction to another is so small that high-taxing and low- 
taxing states cannot be said to compete with each other. When one 
state imposes a sales tax, or a gasolme tax, or a tobacco products tax, 
and its neighbor does not, some residents living close to the boundary 
Ime will go to the trouble of making purchases in the nontaxing 
state, but these few lost purchases do not seriously threaten either the 
revenue of the taxing state or its economic structure. Business 
enterprise migration to minimize taxes has been exaggerated by 
pressure-group propaganda; the tax factor is actually a very minor 
one in determining business location.^ 

Progressive personal income and death taxes, however, are pecul- 
iarly vulnerable to competitive interstate rate cutting. Personal 
domicile is so superficial a legal fiction that an American not rigor- 
ously tied to a particular community may with little trouble estab- 
lish residence in almost any state of his choosing. Yet this casual 
fiction determines whether a millionaire pays $60,000 a year or more 
in income tax to New York, or no income tax to Florida. 


^ See p 359 of tiiis volume, 
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Rich residents, for all that their domicile may be largely a nom- 
inal matter, bring a degree of prosperity to a state. They buy prop- 
erty, build homes, and make purchases m the state; they give per- 
sonal service employment to local labor. These advantages have 
been sufBcient to induce Florida, Nevada, and some other states to 
advertise themselves as “tax havens” for millionaires who wish to 
avoid state mcome taxes. Before the federal estate tax credit was 
enacted “ they also advertised themselves as havens for death tax 
avoidance. Since wealthy individuals to whom these lures are ad- 
dressed are an exceptionally mobile class, the existence of such “tax 
havens” is a powerful check on states which might wish to impose 
sharply progressive income taxes with high rates on high bracket 
mcome. 

Callmg the “tax haven” states “fiscal hijackers” may relieve the 
feelings of proponents of progressive mcome taxation in other states, 
but it does not end the competition of the “havens ” And the lib- 
erty of an mdividual to change the state of his residence cannot be 
abridged. High-mcome-taxing states have no defense agamst this 
cut-rate competition; they can only reduce the rates on large incomes 
under their own tax laws to a point where the lure of the “havens” can 
no longer operate. Protection of their tax systems can come only 
from the outside, by a federal “credit clause.” State death taxes were 
preserved by such a credit clause in the 1920’s. Representatives of 
income-taxmg states have on numerous occasions expressed them- 
selves in favor of a similar clause in the federal mcome tax 

Tax barriers to interstate commerce ® 

Prior to 1930, the federal Constitution seemed to be an effective 
barrier to state taxation that might interfere with interstate com- 
merce. Indeed, the complamt was that the Supreme Court had ex- 
tended Its construction of the interstate commerce limitation so wide 
that it interfered with legitimate and nondiscriminatory business 
taxation. But the Twenty-first Amendment adopted m 1934 to re- . 

5 Sec pp 469 and 759 of this volume 

®This subject is most fully covered in Tax Institute, Tirx Baums to Ttade (The Insti- 
tute, Philadelphia, 1.941). 
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peal the Eighteejnth (Prohibition) Amendment, provided that once 
alcoholic beverages entered the state of destination, state regulation 
supersedes federal; this allows the states to impose liquor import 
duties. And in the course of the 1930’s the Supreme Court relaxed 
its mterpretation of the interstate commerce rule with respect to use 
taxes ^ so that these levies could be applied to goods brought into the 
taxing state. 

These changes in constitutional law coincided with a wave of eco- 
nomic provmcialism that swept the country during the 1929-1933 
depression. Each state sought to retain its market for its farmers 
and manufacturers, by shutting out the competing products of other 
states. Many states perverted their police powers over highway 
traffic and quality control of goods to hinder “outside” shippers and 
the movement of “outside” goods into their areas. Two types of 
taxation — motor vehicle license charges on carrier trucks and liquor 
taxes — ^were adapted to the same end. Incidentally, a third tax — 
the use tax developed during the 1930’s as a supplement to sales taxes 
— could also, under certam circumstances, exercise a deterrent effect 
on mterstate trade. 

Most of the states deliberately use their liquor license and sales 
taxes to protect their own industries. Forty states impose special 
license taxes rangmg from $50 to $1000 on out-of-state producers 
selling to in-state wholesalers. Ten states impose higher license 
taxes o|i domestic wholesalers who handle out-of-state brands than 
on those who sell domestic brands exclusively. Eight states have 
higher sales tax rates on out-of-state liquors than on domestic liquors, 
As a special form of protection for their farmers, more than a dozen 
states impose lower tax rates on liquor made with domestic gram. 
Not mfrequent are reciprocity arrangements between particular 
states, whereby each applies the in-state rates to the other’s product, 
while maintaining high rates for all other out-of-state liquors. 

Motor vehicle license charges are also bemg used to “protect” local 
carriers against out-of-state competition. This is accomplished in 
three ways: (1) by imposmg multiple fees on interstate carriers; (2) 


Sec pp 222 and 564 of this volume 



INTERSTATE AND FEDERAL-STATE RELATIONSHIPS 751 


by imposing discriminatory ton-mile taxes on interstate carriers, en- 
forced through “ports of entry” which themselves constitute a barrier 
of delay to interstate commerce; and (3) by imposing special taxes 
on merchant truckers. This form of state “protection” has pro- 
gressed to the point where various pairs and groups of states have 
engaged in “border wars,” blocking the entry of each other’s carrier 
trucks on the excuse of enforcing their own tax laws. Such a “bor- 
der war” flared intermittently through the 1930’s betwen Illinois 
and Wisconsin; Pennsylvania and New Jersey engaged m such a 
struggle in 1932, Virginia and West Virgmia in 1935. These “fis- 
cal wars” mean expense and delay to the shippers mvolved, and upon 
occasion have resulted m the loss of tremendous values of perishable 
goods. 

The use tax, as previously described,® is intended as a method of 
equating the tax-burden on out-of-state goods with that imposed by 
retail sales taxes, gasoline taxes, tobacco taxes, and other sales levies 
on in-state goods. To the extent that a use tax truly equates tax bur- 
dens, it does not constitute a barrier to interstate trade. But if the 
commodity entermg the state has already paid a sales tax in the 
state of Its origin, the double burden does handicap it m its competi- 
tion with in-state goods, and interstate commerce is checked. This 
barrier effect of use taxes can be prevented by a provision allowing 
a credit against the use tax for any sales tax paid on the commodity 
in the state of origm. Some use taxes carry this provision, but this is 
exceptional. 

There can be no question but that these tax barriers to interstate 
trade are harmful from a national pomt of view. Any local gain to 
one state is offset by a corresponding or greater loss to other states. 
Every commentator agrees that the movement must be checked. 
Happily, it is possible to report that a strong countermovement to 
thwart the “state protectionists” has set in, which has already had 
considerable success. The^ Council of State Governments has made 
the elimination of tax and other interstate trade barriers a leadmg 
Item on its agenda. In this effort it has had the active assistance of 


* See p, 564 of this volume^ 
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the Business Advisory Council o£ the Department of Commerce, the 
United States Chamber of Commerce, the American Bankers Asso- 
ciation, the National Association of Manufacturers, the Tax Insti- 
tute, the National League of Women Voters, and various consumer 
and labor organizations In 1939 it succeeded in having a number 
of tax barrier provisions repealed by various state legislatures. Com- 
missions on Interstate Cooperation, consisting of representatives from 
the state senates, state assemblies, and state administrative depart- 
ments, have been formed in most of the states and are continuing 
the movement for repeal of these barriers. 

FEDERAL-STATE FISCAL RELATIONSHIPS 

Overlapping of federal functions and revenues with those of the 
state and local governments is a relatively recent phenomenon. Dur- 
ing the nineteenth century, as has been noted earlier, the service 
activities and revenues of each class of government were distinctly 
separate. Functional interpenetration resulted from state activity 
in agricultural aid and conservation, fields previously occupied by 
the federal government, and federal activity in arterial motor high- 
ways and criminal investigation, services previously provided by state 
and local governments. A climax m the mmgling of federal, state, 

I and local functional interests was reached in the handling of relief 
efforts from 1933 to 1937. 

Federal and state-local sharing of a function may take either of 
two forms. The federal government may engage directly in some 
phase of the function. Usually the federal agencies limit themselves 
to extra-state phases, and so avoid duplicating or overlapping state- 
local efforts Duplication has occurred in many instances, however, 
involving waste of public funds, failure to provide unified control, 
and conflicts of authority. This has been true to a minor degree in 
the fields of agricultural aid and criminal investigation, to a major 
degree in the recent relief program. Or the federal government may 
leave the administration of a function entirely to state or local agen- 
cies, and content itself with distributmg grants-in-aid to the state and 
local units to compensate them for the extra-state elements of their 
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activity and to establish federal control over these elements of the 
function. 

It is in the revenue field that federal-state fiscal discord is most 
acute. When the federal government levied personal income, death, 
corporation, and gasolme taxes, it encroached upon fields pre-empted 
by the states. When the states imposed liquor and tobacco products 
taxes, they trespassed upon fields previously considered to belong to 
the federal fiscal domam. In thus establishing duplicate revenue 
systems, the federal government and the states limit each other’s 
revenue resources, impose double tax and reportmg burdens upon 
various classes of taxpayers, and maintain duplicate administrative 
systems The arrangement is wasteful and unfair, and has led to a 
growing pressure for reform. A subcommittee of a Jomt Congres- 
sional Committee on Internal Revenue Taxation studied the prob- 
lems of duplicate federal-state taxation for many years The federal 
Treasury has investigated the subject. The Interstate Commission 
on Conflictmg Taxation, the Tax Revision Council, and the Council 
of State Governments, previously mentioned, have held meetings on 
the subject, and the problem also appears on the agendas of such 
organizations as the National Tax Association, the Tax Institute, and 
the Federation of Tax Admmistrators. 

The reforms proposed — separation of revenue sources, shared 
taxes, tax credits, supplementary rates, and grants-in-aid — parallel 
in some respects the solutions proposed for the state-local revenue 
problem. But there is a big difference between the state-local and 
the federal-state tax issues. State-local revenue problems stem largely 
from the circumstances that the property tax is the only important 
tax amenable to local administration, and that this tax is insufficient 
to cover revenue needs. As between the states and the federal gov- 
ernment, both are capable of admmistering most of the taxes in dis- 
pute. The federal-state problem is not one of providing the states 
with revenue but of dlounng them a sufficient revenue. As a supple- 
mentary point, federal mtervention is sought m some quarters as a 
means of elimmatmg interstate double taxation and interstate tax 
competition. 
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Separation of revenue sources 

Separation of revenue sources is a possible solution of the federal- 
state revenue problem. Unfortunately, proposals for separation 
nearly always provide for the federal government’s surrender of 
various taxes to the states, without any compensating surrender by 
the states to the federal government. And smce at present the fed- 
eral government’s need for revenue is every bit as pressmg as the 
states’, nothmg is likely to be accomplished along this line. Both 
parties must make sacrifices if separation is ever to be achieved. 

Some writers argue that because some states levied corporation, 
personal income, and gasolme taxes before the federal government 
did, these taxes should be turned back to the states. This “priority” 
argument is so fatuous that it casts undeserved discredit on the prin- 
ciples of separation. When and if separation is accomplished, a 
primary consideration, if the arrangement is to be sound, will have 
to be the respective merits of federal and state administration of cer- 
tain types of taxes, and the suitability of such taxes to the federal or 
state tax systems. 

On the basis of administrative considerations, the Interstate Com- 
mission on Conflictmg Taxation recommended in 1934 that the fed- 
eral government surrender the taxation of gasoline and electrical 
energy to the states, and that m compensation, the latter surrender 
tobacco and liquor taxation to the federal government.® This is a 
sound proposal, although some writers feel that the federal govern- 
ment is better equipped to levy a gasoline tax smce it can collect 
from the refiners, whereas the states can collect only from the dis- 
tributors. If sales taxes are to be levied, on administrative grounds 
they should be left to the federal government, which can impose a 
manufacturers’ excise; state retail tax administration is of necessity 
both costly and weak. The federal government would also be the 
logical agency to administer corporation taxes. An exclusive fed- 
eral corporation tax would eliminate the heavy compliance costs 
borne by corporations, which must prepare multiple and multiform 

® Interstate Commission on Conflicting Taxation, Ftscal Coordination through Inter- 
governmental Agsr cement, 1934, 
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reports for various state jurisdictions. Good state administration is 
more effective than federal in the taxation of small incomes and 
estates; federal admmistration is superior for large mcomes and 
estates. Personal income taxation could, therefore, be separated into 
two parts, the federal government having exclusive taxing jurisdic- 
tion over incomes in excess— let us say— of $25,000, while the states 
have exclusive jurisdiction over the mass of small incomes. For 
death taxes, the dividmg line could be the $100,000 estate. 

Several other considerations enter if the principle of separation is 
applied to income or death taxation. High income tax rates on 
large mcomes, and high death duty rates on large estates, produce 
a very uneven revenue. Their yield is extremely sensitive both to 
business cycle swings and to the hazards and chances which govern 
individual mcomes and estates. The smaller the taxmg jurisdiction, 
the fewer are the mcomes and estates involved, the less is the likeli- 
hood of averaging out individual hazards and chances through large 
numbers, and hence the more variable is the tax yield. For these 
reasons, the taxation of large incomes and estates would fit better 
into the federal tax system than into the state systems. Furthermore, 
the flexibility of the federal government’s borrowing and debt re- , 
tirement technique would enable it to accommodate itself to the 
fluctuations of large-income and large-estate tax yields in a manner 
impossible for the state governments. Finally, if the states are re- 
stricted to taxing small mcomes and small estates, the possibility of 
cut-rate tax competition among them will be minimized, for mobility 
of residence is greatest among recipients of large incomes and own- , 
ers of large estates. 

Partial federal-state separation of revenue sources on a quid pro 
quo basis, with due consideration of administrative capacities and 
tax characteristics, has much to recommend it. It will give the states 
greater freedom in modeling their tax systems, it will end the wide- 
spread dissatisfaction with superimposed tax burdens, and it will end 
the uneconomic duplication of administrative machinery and tax re- 
porting. But it is far from bemg a complete solution of the federal- 
state revenue problem. Administrative considerations would dictate i 
turning most of the large-yield taxes over to the federal government. 
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leaving the states even harder pressed for revenue than they are to- 
day. Moreover, the separation of federal and state revenue sources 
will not achieve some of the objectives of other federal-state fiscal 
devices to be considered later. It will not create the interstate um- 
formity of taxation which would result from a system of supplemen- 
tary state rates, or which could be enforced by a system of federal 
tax credits. Nor wdl it give the federal government the elements of 
control over state revenue systems and extra-state elements of state 
functions which can be obtamed through a system of federal tax 
credits or federal grants-in-aid. And it is not possible to equalize 
state resources through the separation of federal and state revenues, 
as it is through grants-m-aid. 

Shared taxes 

Frequently proposed has been state surrender of certain disputed 
taxes to the federal government on condition that the states receive 
a share in the revenues collected from these taxes, just as the states 
share their income, corporation, gasoline, and other taxes with their 
local governments. One specific proposal — the so-called Graves- 
Edmunds plan— would establish the following system of federal- 
collected, state-shared taxes: 

1. A $3 per gallon liquor tax, one-half returned to the “wet” 
states partly on the basis of population and partly on the basis of 
the present state-local liquor license collections in those states. 

2. A 4-cent gasohne tax, 3 14 cents to go to the states one-third 
in proportion to population, one-third in proportion to motor 
registration, one-third in proportion to improved road mileage. 

3. A 6-cent cigarette package tax, one cent distributed m pro- 
portion to population to the states permitting cigarette sales. 

4. A 5 per cent manufacturers’ excise, two-fifths to be distrib- 
uted to the states in proportion to population, and two-fifths in 
proporuon to “true” property valuations.^® 

A shared-tax system would eliminate double administration and 
reporting and might, if the federal government were generous 
enough, give the states more revenue from the shared taxes than they 

10 ^'Report of Conurattce on Fiscal Relationships of Federal and State Governments,” 

Proceedings pf the Twenty-Semth Nfffmal Tffx Assoaaupn Ggnf<tr^me, 1934, p. 166, 
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are at present deriving from their own levies. It would be a logical 
step subsequent to a separation of revenue sources which for admin- 
istrative reasons gave the federal government most of the large-yield 
taxes and left the states with inadequate systems of small-yield taxes. 
But under a shared-tax system, each state’s share would necessarily 
be determmcd by the arbitrary basis of distribution, not by the state’s 
revenue needs. Some states might receive more than they needed 
m view of their functional expenditure requirements, other states 
less. All states would be relieved of direct responsibility to the tax- 
payers, and this circumstance might encourage extravagance in 
spendmg the sums at their disposal. 

In some ways, it would be easier to choose the bases of distribu- 
tion m federal-state tax sharing than m state-local sharing, m some 
ways It would be more difficult. There is not the extreme uneven- 
ness m the spread of population, property, tax collections, and other 
standards of distribution among states that there is among localities; 
hence there would not be the disturbmg unevenness in the distribu- 
tion of the shared revenue so frequent in systems of state-local shar- 
ing. But if mcome tax revenue were to be distributed on a source 
basis, which “source” should be the basis — the state of the taxpayer’s 
residence or the state of the income’s origm? Whichever the 
“source” chosen, some states would lose, and they could not be ex- 
pected to view the system with marked approval. 

Finally, unlike the states in connection with their local govern- 
ments, the federal government could not force a general system of 
tax sharing on all the states. Nominally, at least, the sharmg ar- 
rangement would have to rest on a voluntary basis. It would oper- 
ate only for those states which consented to surrender their own 
taxes of the type covered by the sharmg arrangement. Nor could 
the federal government collect a higher-rate tax in the sharmg states 
and a lower-rate tax m the nonsharing states, since this would be 
contrary to the “uniformity” clause of the federal Constitution, The 
same rate schedule would have to apply m all states, even in those 
which might not have entered the sharmg arrangement. Tremen- 
dous pressure would thus be brought to bear on all states to enter 
the sharing arrangement, since taxpayers m nonsharmg states would^ 
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have to pay the higher-rate federal tax, though these states would 
receive no part of the revenues contributed by their taxpayers. De- 
spite the superficial appearance of a voluntary arrangement, there- 
fore, the federal government would be subject to the charge of fiscal 
coercion of the states. 

Supplementary state rates 

To avoid the elements of state coercion and arbitrary revenue as- 
signment mvolved in federal-state tax-sharmg, some fiscal economists 
have proposed a system of supplementary state rates superim- 
posed on taxes administered and collected by the federal govern- 
ment.^^ As in shared-tax arrangements, administration and collec- 
tion would be left entirely to the federal government. Each state 
would add such supplementary rates as it chose to impose on the 
basic federal rates, uniform throughout the country. These supple- 
mentary state rates would be collected by the federal tax administra- 
tion together with its own taxes, and the sums involved would be 
remitted to the states. 

Like the shared-tax arrangement, the supplementary rate plan 
would eliminate duplicatory federal and state administrative ma- 
chinery and mterstate diversity of tax bases. And, as already men- 
tioned, there would be no direct or indirect coercion on the states to 
forego their own taxes and accept an arbitrary revenue sum unre- 
lated to their revenue needs. Each state’s supplementary rate would 
represent the choice of its own legislature, made m the light of its 
revenue needs. A state which desired no part in this cooperative ar- 
rangement could stay out — ^impose its own tax, or impose no corre- 
sponding tax of Its own, at its choice — ^without its taxpayers being 
subjected to any extra tax burden. The only constraint involved is, 
that all states concurrmg in the arrangement would have to accept 
the basis of the federal tax as the basis for their own supplementary 
levies, and this would be a voluntary matter. 

But the plan has its weak points. It could not apply to certain 

See Edwin R A Seligman, ‘‘The Fiscal Outlook and the Coordination o£ Public 
Revenues,” m New York University Symposium, Current Problems tn Public Finance 
(Commerce Clearing House, Chicago, 1933), p 273 
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important taxes. State supplements could not be added to federal 
excises on tobacco or liquor manufacturers^ or to a general federal 
manufacturers’ excise, smce the uneven distribution of the bases of 
these taxes as between states makes them unsuitable for state levy 
Taxpayers residence would have to be the basis for state supple- 
mentary levies in the case of personal income taxes; any attempt to 
levy state mcome tax supplements on the basis of the source of the 
income would either open a door to evasion or so complicate the 
administration of the tax as to offset other advantages of the arrange- 
ment. Many states which now employ “origm” as sole or partial 
basis for their income taxes would look with disfavor on any federal- 
state arrangement depriving them of this element of their income 
taxation. Fmally, state supplementary rates in personal income and 
death taxes would have to be decidedly moderate, as otherwise the 
menace of interstate tax competition would again be raised. 

State credits against federal taxes 

Since 1924, as described in an earlier chapter/^ the federal govern- 
ment has allowed payments made on state death taxes as a credit, 
within prescribed limits, against its own estate tax. Under the So- 
cial Security Act of 1935, a similar credit arrangement was estab- 
lished for state unemployment msurance payroll taxes and the fed- 
eral payroll tax.^^ Proposals are made occasionally for a credit 
allowance on the federal income tax,^^ the stock transfer tax,^® and 
other federal levies. 

A credit arrangement unquestionably divides the revenues from a 
tax between the federal government and the states. As a revenue- 
sharing device, however, the credit is most ineflBcient. Duplications 
of tax administration and diversity of state tax bases continue, al- 
though their elimination is one of the primary advantages of separa- 
tion of sources, shared taxes, or supplementary state rates. There 

^2 Sec p 469 of this volume. 

See p 532 of this volume 

See Interstate Commission on Conflicting Taxation, The Personal Income Tax and the 
Crediting Device, Chicago, 1935 

Sec Committee for the Study of Federal and State Stock Transfer Laws, The Problem 
of Stock Transfer Taxation m the State of New York (the Committee, New York, 1938), 
p. 6G. 
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would be little to recommend the credit arrangement were revenue- 
sharmg its only accomplishment But the credit arrangement has 
an ulterior motivation not present m any of the other federal-state 
tax devices so far considered — it is an instrument of coercion whereby 
the federal government can more or less compel the states to levy 
particular types or forms of taxes. A state which fails to levy the 
kind of tax allowed as a credit saves its taxpayers nothing. They 
pay the same amount of tax, only the federal instead of the state 
treasury receives the revenues. Under such circumstances, the fail- 
ure of a state legislature to levy a credited tax is either extra-high- 
minded idealism or blind obstinacy — m either case, a rather rare 
legislative phenomenon. 

The coercion involved in the federal estate tax credit was the elim- 
mation of interstate rate-cutting competition in the inheritance tax 
field, m order to preserve this tax as a substantial source of state reve- 
nue. In the case of the payroll tax credit, the states have been com- 
pelled to levy their own payroll taxes to provide revenue for their un- 
employment insurance systems Credit arrangements have been 
proposed in the corporation and personal income tax fields with a 
view to forcing interstate uniformity in their levy. Opinion on the 
propriety of such fiscal coercion is sharply divided. Writers who 
consider the independence of the states as agamst the federal govern- 
ment a desideratum to be maintained at all costs, unqualifiedly con- 
demn all credit arrangements. Those who consider elements of state 
mdependence well worth sacrificing for various objectives which can 
be obtained only by such sacrifice, approve the estate and payroll tax 
credits and would welcome further extension of the device. Here 
^^are two schools of thought based on diametrically opposed political 
premises, capable of neither proof nor disproof, and no valid judg- 
ment can be made between them. 

Grants-in-aid 

The last type of federal-state fiscal interrelationship, the federal 
grant-in-aid, has been employed in this country for over fifty years. 

Recent studies on the subject are Henry I Bittermann, State and Federal Grantsrtn-Aid 
(Mentzer, Bush & Co, New York, 1938), Jane P Clark, The Jbse of a New Federahftn 
(Columbia University Press, New York, 1938), Chs Vl-Vinj 
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While federal grants-m-aid may be viewed as an arrangement for 
easmg the fiscal burden on the states, their primary motivation has 
been to secure the cooperation of the states in introducing and de- 
veloping services which have become national in scope and which 
the federal administration desires to foster. Under the Hatch Act 
of 1887 each state and territory was offered a $15,000 federal allow- 
ance annually to establish and maintain agricultural experiment sta- 
tions. Beginning in 1890, annual grants were made to the states to 
aid their agricultural colleges. Federal money was voted for agricul- 
tural education m 1914, and for vocational education m 1917. In 
1911, Congress made a first appropriation for federal aid m forest 
fire protection. Federal contributions to the maintenance and equip- 
ment of the National Guard were placed on a grant-in-aid basis in 
1916 In the same year the Federal Aid Road Act made appropria- 
tions for highway aid. 

Until 1922, however, the amounts involved in these various federal 
aid grants were trifling. Contributions from 1920 on to assist state 
activity in vocational rehabilitation of disabled individuals, grants 
from 1921 on to aid state efforts to improve infant and maternity 
hygiene, and an mcrease in federal highway aid in 1921, expanded 
federal aid during the 1920’s to a substantial sum. By the second 
half of the decade, federal grants-in-aid exceeded $100,000,000. The 
general policy of federal aid came under a heavy fire of criticism , 
durmg the 1920’s however, and the System was not extended during ' 
the Coohdge and Hoover administrations. 

Beginning m 1933, the federal grant-in-aid system was tremen- 
dously expanded. A considerable part of the Roosevelt “recovery 
and relief’ program was accomplished through grants, not only to 
the states but to local units of government. Much of the social se- 
curity program established by the act of 1935 has been placed on a 
grant-in-aid basis. The pre-existing systems of highway and agri- 
cultural education aid have been mcreased in recent years. Federal 
grants-in-aid exceeded $2,000,000,000 m 1935, most of it to local units. 
Grants to the states have been temporarily stabilized, since 1938, at 
the $600,000,000 level. ^ 

Ko conditions other than the general purpose in view were at- 
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tached to the early federal grants-in-aid paid to the states. No obli- 
gations were imposed on the recipient states, and no federal admin- 
istrative machinery was established to supervise expenditures or 
work programs. Commencmg with the forest preservation grants 
in 1911, Congress imposed definite conditions, including state ap- 


Table 42 

FEDERAL GRANTS TO THE STATES, SELECTED 
YEARS 1915-1940 
(Amounts in millions) 


Year 

High- 

ways 

Edu- 

catioa 

Agri- 

culture 

Relief 

Other 

Total 

1915 

1919 

1925 

$ 92 1 

$ 2 8 

48 

11 8 

$ 75 


$ 2 6 

69 

23 

$ 54 
117 
113 6 

1930 

83 3 

11 9 

12 9 


1 8 

109 8 

1932 

188 5 

13 2 

12 8 


26 

217 1 

1937 

317 4 

24 8 

21 8 

$155 1 

45 7 

564 8 

1938 

235 0 

33 2 

23 4 

215 2 

120 8 

627 6 

1940 

120 2 

27 1 

32 8 

411 1 

36 

594.9 

1 


From Umteti’ States Bureau of the Census, Financial StatuHcs of States, 1958, 1940 figures from 
United States Secretary of the Treasury, Annual Report, pp S23-825 


propriations of sums equal to those contributed by the federal gov- 
ernment, and federal approval of the activities supported by a joint 
fund. Agricultural extension grants under the Smith-Lever Act of 
1914 were conditioned upon state acceptance by legislative assent, 
and upon approval of the work program by the federal government. 
Federal control through grants-m-aid was carried a step further un- 
der the highway aid act of 1921, which authorized the Secretary of 
Agriculture to cooperate with the state highway departments in 
designating a system of main mterstate and intercounty highways, 
eventually to total about two hundred thousand miles, to whose 
construction and maintenance the federal aid should be applied; 
state work on these roads had to conform with federal standards. 
Practically all ultimate responsibility for the functions involved has 
been transferred from state to federal agencies by the terms of some 
of the recent social security grants. 

Though the principle of equalization occupies an important place 
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in state-local grants-in-aid, it was until recently given little considera- 
tion in federal-state aid Prior to 1933, stimulation of state activity 
m particular fields, or purchase of control over particular state func- 
tions, were the primary motivations for federal grants-m-aid. Fed- 
eral grants were made on a “matching” basis — the federal govern- 
ment contributing toward some function the same amount as the 
state appropriated — or the federal government contributed some 
fraction of the total cost of a function. The tremendous emergency 
relief grants of 1934, 1935, and 1936, however, took into considera- 
tion local variations in relief needs, costs of giving relief, and ability 
to finance it. Some of the cost and need factors determining the dis- 
tribution of these funds were the relief load, geographical variations 
in living standards and relief costs, and relative amounts spent by 
local units for welfare purposes other than direct relief. On the 
“ability” side, ten indices — including number of gainfully employed, 
reported income, volume of retail sales, volume of wholesale sales, 
and motor car registrations — were utilized. Case studies were made 
of economic conditions in each locality, and consideration was given 
to existmg state-local debt burdens and to the yield which would 
result from the application of a uniform tax system to all of the 
states. 

Federal-state grants-in-aid are apparently developing along Imes 
parallel to state-local grants-in-aid. They appear where states are 
admmistering functions having extra-state significance. Through 
grants-m-aid, the federal government purchases various elements of 
control over these functions, even to the extent of dictating civil 
service requirements for the state personnel and plannmg budgets 
for the aided state activities So long as the aid funds being distrib- 
uted were relatively small, the bases of distribution were designed to 
stimulate rather than equalize state activity in these fields. When 
large aid funds were made available, as m the relief grants, the ele- 
ment of equalization had to enter. And the same insoluble con- 
troversy arises over the issue of control in connection with federal- 
state grants as with state-local grants — to what extent, if any, should 
state or local functional mdependence be surrendered to higher 
authority ? 
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Suggested Readings 

The following classified list of titles is presented as a students’ guide to 
American fiscal writing Excluded from it are (1) foreign writings, except 
a few English books of outstanding influence on American fiscal thought, 

(2) older American books which have been superseded by more recent studies, 

(3) magazine articles, unless of exceptional value, (4) reports of fiscal officials 
and the large and growing number of official reports and monographs on the 
fiscal problems or fiscal history of particular states, and (5) studies not widely 
available. 


A. GENERAL (Introduction) 


L Textbooks 

Buehler, Alfred G., Public Finance, McGraw-Hill Book Co , New York, 2nd 
ed, 1940 

Groves, Harold M., Financing Government, Henry Holt & Co , New York, 
1939 

Jensen, Jens P., Government Finance, Thomas Y. Crowell Co., New York, 
1937. 

King, Clyde, Public Finance, The Macmillan Co, New York, 1935 

Lutz, Harley L , Public Finance, Appleton-Century Co , New York, 3rd ed , 
1936 

Studenski, Paul, Chapters in Public Finance, Long & Simth, New York, 1933. 
(A condensed text, originally part of a general economics text.) 

2. Collections of readings 

Bullock, Charles J , Selected Readings in Public Finance, Ginn & Co., Boston, 
3rd ed , 1924 

Fagan, Elmer D, and Macy, C Ward, Public Finance, Longmans, Green 
& Co., New York, 1935. 

Mills, Mark C , and Starr, George W., Readings in Public Finance, The Mac- 
millan Co., New York, 1932 

5. General studies 

Bastable, Charles F., Public Finance, The Macmillan Co , New York, 3rd ed., 
1903. (The springboard for most American and English fiscal theory.) 

Crow, William H., and Greene, U. S , Planning for Tax Economy, Waldrep- 
Tilson, New York; 1936. (A '‘niinimizing taxes” manual ) 

“Government Finance in the Modern Economy,” Annals of the American 
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Academy of Political and Social Science, January 1936 (General articles 
by authorities ) 

Green, William R, Theory and Practice of Modem Taxation, Commerce 
Clearing House, Chicago, 1933 (A ‘"common-sense” analysis ) 

Heer, Clarence, “Trends m Taxation and Public Finance,” in Recent Soaal 
Trends in the United States, McGraw-Hill Book Co , New York, 1933, 
Vol. ir, pp 1331-1390 

Hodes, Barnett, It's Your Money, Reilly & Lee Co, Chicago, 1935 (A 
popular little study based on Chicago tax situation ) 

Howard, Mayne S , Principles of Government Finance, Commerce Clearing 
House, Chicago, 1940 

Kendrick, M Slade, Taxation Issues, with Special Reference to State and 
Local Problems, Harper & Bros , New York, 1933. 

Kendrick, M Slade, and Seaver, Charles H, Taxes Benefit and Burden, 
Newson & Co., New York, 1937 (A popular presentation ) 

Lutz, Harley L ^ The Business Mans Stake in Government Finance, Stanford 
University, 1940 (Collection of lectures, presenting conservative criticism 
of New Deal fiscal policies ) 

Mellon, Andrew G, Taxation the People's Business, The Macmillan Co., 
New York, 1924 (Popular analysis by the then Secretary of the Treasury ) 
New York University Symposium, Current Problems in Public Finance, Com- 
merce Clearing House, Chicago, 1933 (A valuable collection of addresses 
by fiscal scholars ) 

Newcomer, Mabel, Taxation and Fiscal Policy, Columbia University Press, 
New York, 1940. (A “layman’s survey.”) 

Peck, Harvey W, Taxation and Welfare, The Macmillan Co, New York, 
1925 (An elective analysis of various points of theory ) 

Pigou, Arthur C , A Study in Public Finance, The Macmillan Co , New York, 
1928 (Effective presentation of conservative fiscal theory.) 

Seligman, Edwin R A , Essays in Taxation, The Macmillan Co , New York, 
10th ed., 1925. (Collected essays of an eminent scholar ) 

Seligman, Edwin R A , Studies in Public Finance, The Macmillan Co , New 
York, 1925 (Collected essays of an eminent scholar.) 

Shultz, William J, Your Taxes, Doubleday Doran, New York, 1938, (A 
popular analysis ) 

Studenski, Paul, Taxation and Public Policy, Richard R. Smith, New York, 
1936. 

Twentieth Century Fund, Facing the Tax Problem, New York, 1937. (Gen- 
eral, with important sections on taxable capacity, regulatory taxation, justice, 
and fiscal and admimstrauve considerations ) 

Twentieth Century Fund, Studies in Current Tax Problems, New York, 
1937 (Estimates of tax burden, trends of expenditures, administrative 
problems.) 

Untereiner, Ray E, The Tax Racket, What We Pay to Be Governed, Lippm- 
cott Co., Philadelphia, 1933 (Popular presentation.) 
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4. Periodical matertals 

International City Managers Association, Municipal Yearboo\, (Annual 
compilation covering municipal finance ) 

National Municipal League, National Municipal Review, (Monthly, covers 
municipal government and finance ) 

National Tax Association, Bulletin. (Monthly organ of the association, val- 
uable current articles ) 

National Tax Association, Ptoceedings of the Annual Conferences, 1907 to 
date (Valuable source for special papers and committee reports ) 

Tax Foundation, The Tax Remew, (Monthly to promote fiscal economizing.) 

Tax Institute (formerly Tax Policy League), Tax Policy (formerly Tax Bits\ 
1933 to date. (Monthly tabulations and articles on tax matters.) 

Tax Research Foundation, Tax Systems of the World, biennial. (Invaluable 
current tabulations of American and foreign taxes ) 

Taxes (formerly The National Income Tax Magazine) ^ Commerce Clearing 
House, 1923 to date. 

5. Sources of fiscal statistics 

Annual and biennial reports of state tax commissions, finance departments, 
comptrollers, treasurers, and other fiscal administrative agencies. 

National Industrial Conference Board, Cost of Government in the United 
States series, 1926 to date^ (Analyzed statistics on expenditures, taxation, 
borrowing, and debt ) 

United States Bureau of the Census, Financial Statistics of Cities with Popu- 
lations over 30,000 series, 1904 to 1931; Financial Statistics of dues with 
Populations over 100,000 series, 1931 to date, Financial Statistics of States 
senes, 1915 to date, State Tax Collections, 1939 to date. (Source for 
statistics on state and municipal expenditures, debt and taxation ) 

United States Bureau of the Census, Wealth, Debt and Taxation senes, 1890, 
1903, 1912, 1922, Financial Statistics of State and Local Governments, 
1932. (Source for decennial statistics on state and local expenditures, debt, 
and taxation ) 

United States Secretary of the Treasury, Annual Reports (Source for statis- 
tics on federal expenditures, borrowing, debt, and taxation ) 

United States Social Security Board, Annual Reports, (Source for federal and 
state social welfare expenditures ) 

6. Tax services 

Commerce Clearing House, Corporation Tax Service; Federal Tax Services; 
Inheritance, Estate, and Gift Tax Service, and Unemployment Insurance 
and Old Age Benefit Tax Services, 

Prentice-Hall, Inc., Federal Tax Services; Hawaii Tax Service; Inheritance 
and Transfer Tax Service; Insurance Tax Service; Pennsylvania Taxable 
Securities Service; Property Tax Service; Sales Tax Service, State and Local 
Tax Service; State Personal Income Tax Service, and Unemployment 
Insurance and Old Age Benefit Tax Services. « 
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B. THEORY OF GOVERNMENTAL EXPENDITURE 
(Chapters I, II) 

Bullock, Readings (See under A2), Ch. II. 

Burns, Arthur E, and Watson, Donald S, Government Spending and Eco- 
nomic Expansion, American Council on Public Aflairs, Washington, 1940 
(Interesting theoretical analysis o£ pump-priming and business-cycle-control 
spending ) 

Fagan & Macy, Public Finance (See under A2), Chs, III, IV. 

Gayer, Arthur D , Public Worlds in Prosperity and Depression, National 
Bureau o£ Economic Research, New York, 1935 (Best analysis of subject ) 

Greenwood, Ernest, Spenders All, Appleton-Century Co , New York, 1935 
(Superficial denunciation of government spending tied to diffusion theory 
of taxation ) 

Guest, Harold W, Public Expenditures, Putnam’s Sons, New York, 1927. 
(Standard study on expenditure theory.) 

Hansen, Alvin H, Fiscal Policy and Business Cycles, Norton & Co, New 
York, 1941 (Broad economic analysis of subject.) 

Mills & Starr, Readings (See under A2), Ch II. 

National Industrial Conference Board, Essential Facts for Fiscal Policy, the 
Board, New York, 1941 (Background and analysis of defense finance ) 

Peck, Taxation and Welfare (See under A3). 

Simpson, Herbert D , Purchasing Power and Prosperity, Foundation Press, 
Chicago, 1936. (Critical study of ^'planned” expenditure ) 

Temporary National Economic Committee, Government Purchasing — an Eco- 
nomic Commentary, Monograph No 19, 1940. (Possibilities of “counter- 
weight” government expenditure policy.) 

Villard, Henry H , Deficit Spending and the National Income, Farrar & Rine- 
hart, New York, 1941. (A Keynesian analysis ) 


C. AMERICAN GOVERNMENTAL EXPENDITURES 
(Chapters III, IV) 

7. General 

Guest, Harold W., “Public Expenditure Policies and Trends,” Annals of the 
American Academy, Vol. 183, January 1936, pp. 12-18 (General analysis ) 

National Industrial Conference Board, Cost of Government in the United 
States (See under A5). 

Shultz, William J., and Came, M. R , Financial Development of the United 
States, Prentice-Hall, New York, 1937. (Contains sections on history of 
federal, state, and local finances ) 

Twentieth Century Fund, Current Tax Problems (Sec under A3). - 

Walker, Harvey, Public Administration in the United States, Farrar & Rine- 
hart, New York, 1937 (Excellent textbook presentation ) 
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Wooddy, Carroll D , ‘‘The Growth of Governmental Functions,” in Presi- 
dent’s Research Committee on Social Trends, Recent Social Trends in the 
United States, McGraw-Hill Book Co, New York, 1933, VoL II, pp 1274- 
1330. (Excellent analysis of trends before 1933.) 

2. Federal expenditures 

Academy of Political and Social Science, Proceedings (“Expenditures of the 
Federd Government”), Vol XVII, No. 4, January 1938. 

National Industrial Conference Board, Essential Facts (See under B) 

National Industrial Conference Board, Federal Finances, New York, 1933 
(Analysis of statistics ) 

National Industrial Conference Board, The World War Veterans and the 
Federal Treasury, New York, 1932. (Study of veterans’ aid) 

U, S. Secretary of the Treasury, Annual Reports (See under A5). 

Willoughby, William F,, Financial Condition and Operations of the National 
Government, 1921-1930, The Brookings Institution, Washington, 1931 
(Statistical analysis.) 

3 State and local expenditures 

Anderson, William, The Units of Government tn the United States, Public 
Administration Service, No. 42, 1934, (First complete survey of number 
of local American governments.) 

Fairlie, John A , and Kneier, Charles M , County Government and Admin- 
istration, Appleton-Century Co, New York, 1930 (Comprehensive text- 
book, containing incidental valuable material on county finances ) 

Macdonald, Austin F , American City Government and Administration, 
Thomas Y. Crowell Co., New York, 1936 ed , Part 11. (Textbook.) 

Macdonald, Austin F,, American State Government and Administration, 
Tliomas Y. Crowell Co., New York, 1940 ed (Textbook ) 

Neff, Frank A., Municipal Finance, McGum Publishing Co, Wichita, 1939, 
(Superficial survey, based primarily on Census data) 

Seiko, Daniel T,, Town-Administered Special Districts and the Control of 
Local Finance tn New Yor\, New York State, Department of Taxation 
and Finance, Division of Taxation, Special Report of the State Tax Com- 
mission, No 11, Albany, 1936 (Study of little-known type of local unit.) 

U. S Census Bureau, Financial Statistics of Cities series. Financial Statistics 
of States series, Wealth, Debt, and Taxation senes (See under A5), 

Walker, Mabel, Municipal Expenditures, Johns Hopkins Press, Baltimore, 
1930. (Study of relative services and budgetary control.) 

4, School finance 

Heer, Clarence, Federal Aid and the Tax Problem, Advisory Committee 
on Education, Washington, 1939. (Analysis and recommendations on 
federal aid for education ) 
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Mort, Paul R., Federal Support for Public Education, Teacners College, Co- 
lumbia University, Bureau of Publications, 1936. (Plea for federal aid ) 

Mort, Paul R., and Reusser, Walter C., Public School Finance, McGraw-HiU 
Book Co., New York, 1941. (Comprehensive textbook ) 

Norton, John K and Margaret A, Wealth, Children and Education, Teach- 
ers College, Columbia University, Bureau of Publications, 1938 (Study 
of relative ability of the states to support education ) 

U. S, Bureau of Education, Biennial Census of Education. (Statistical source.) 

5 Relief and social security 

Brown, Josephine C., Public Relief, 1929-1939, Henry Holt, New York, 1940 

Favinger, C. E. and Wilcox, D. A, Social Security Taxation and Records, 
Prentice-Hall, Inc., New York, 1939. 

Geddcs, Anne E, Trends in Relief Expenditures, 1910-1935, Washington, 
1937. 

United States Social Security Board, Annual Reports (See under A5) 

Withers, William, Financing Economic Secumty in the United States, Colum 
bia University Press, New York, 1939. 

D. CONTROL OF GOVERNMENTAL EXPENDITURE 
(Chapters V, VI) 

The Tax Foundation, Studies tn Economy and Efficiency in Government, 
the Foundation, New York, 1941. (A bibliography.) 

1. Administrative organization 

Buck, Arthur E., The Reorganization of State Governments tn the United 
States, Columbia University Press, New York, 1938. (Outstanding, com- 
prehensive study.) 

Compton, Ralph T., Fiscal Problems of Rural Decline, New York State, 
Department of Taxation and Finance, Division of Taxation, Speaal Report 
of the State Tax Commission No. 2, Albany, 1929. (Fiscal problem of 
submarginal commumties.) 

Fairhe & Kneier, County Government (See under C3). 

MacCorkle, Stuart A., Municipal Administration, Prcntice-Hall, Inc., New 
York, 1942. 

Munro, William B., Municipal Administration, The Macmillan Co, New 
York, 1934, (Excellent chapters on financial administration, budget, 
revenues, tax assessment.) 

Ridley, Clarence E, and Noltmg, Orin F., The City-Manager Profession, 
University of Chicago Press, Chicago, 1934. (Excellent brief description ) 

Stone, Harold A., Price, Don K, and Stone, Kathryn H, City Manager 
Government tn the United States, Public Administration Service, Chicago, 
1940. (Comprehensive.) 

Walker, Public Administration (Sec under Cl). 
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White, Leonard D , Introduction to the Study of Public Administration ^ The 
Macmillan Co, New York, 1930 (Textbook survey.) 

White, Leonard D., Trends in Public Administration, McGraw-Hill Book 
Co, New York, 1933. (Invaluable survey for period prior to 1931 ) 

Wrenshall, C M , Municipal Administration and Accounting, Pitman Pub- 
lishing Corp., New York, 1937. 

2. Government accounting 

Bar tel t, Edward F , Accounting Procedures of the United States Government, 
Public Administration Service, Chicago, 1940. 

Chatters, Carl C., and Tenner, Irving, Municipal and Governmental Ac- 
counting, Prentice-Hall, New York, 1940. (Outstanding textbook ) 

Munkipal Finance Officers Association, Governmental Cost Accounting, the 
Association, Chicago, 1940. (A handbook.) 

3. Government budgets 

Buck, Arthur E, The Budget in Governments of Today, The Macmillan Co., 
New York, 1934. (Excellent textbook.) 

Chamber of Commerce of the United States, Committee on State and Local 
Taxation and Expenditures, State and Local Budgetary Methods, 1935. 
(Compact summary ) 

Fagan & Macy, Public Finance (See under A2), Ch. XXIX. 

Mills & Starr, Readings (See under A2), Ch. XXV. 

Seiko, Daniel J, The Federal Financial System, The Brookings Institution, 
Washington, 1940. (An able study of federal fiscal administration.) 

Sundekon, J, Wilner, Budgetary Methods in National and State Governments, 
New York State Tax Commission, Special Report No. 14, Albany, 1938. 
(Most comprehensive study on subject.) 

Tax Systems of the World (Sec under A4). 

Walker, Municipal Expenditures (See undc^ C3) 

4. Central control of local finances 

Allen, H. K., Control of Expenditures in the Local Governmental Units of 
Illinois, University of Illmois, Bulletin No. 61, Urbana, 1940. 

Carr, Robert K , State Control of Local Finance tn Oklahoma, University of 
Oklahoma Press, Norman, 1937. 

Kilpatrick, Wylie, “An Inventory of State Supervision of Local Finance,” 
Annals of the American Academy, Vol. 183, January 1936, pp. 170-178 
(A general survey.) 

Kilpatrick, Wylie, State Supervision of Local Budgeting, National Municipal 
league. New York, 1939. (Excellent analysis.) 

Lutz, Harley L., “State Supervision of Local Finance,” Journal of Political 
Economy, Vol. XLIII, June 1935, pp. 289-305. (Good general survey ) 

MacCorkle, Stuart A., State Financial Control over Cities tn Texas, Southern 
Methodist University, Arnold Foundation, Dallas, 1937. 
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Morey, Lloyd, “Possibilities and Problems of Uniform Municipal Accounting,” 
Proceedings of the Nineteenth National Tax Association Conference, 1936, 
pp 386^-394 

Van de Woestyne, Royal S , State Control of Local Finance in Massachusetts, 
Harvard Economic Studies, Harvard University Press, Vol XLIX, Cam- 
bridge, 1935 

L Miscellaneous 

Commission of Inqmiy on Public Service Personnel, McGraw-Hill Book Co, 
New York, 1935 (Vols VII~XI on “Problems of the American Public 
Service,” Vol XII, “Government by Merit,” a summary of the inquiry ) 

Faust, Martin L., The Security of Public Deposits, Public Administration 
Service, Publication No 51, 1936. (A survey.) 

Forbes, Russell, Governmental Purchasing, Harper & Bros , New York, 1929. 
(Standard book on subject, now somewhat outdated on factual side ) 

Ridley, Clarence E , and Simon, Herbert A , Measuring Municipal Activities, 
International City Managers Association, Chicago, 1938. (A study of city 
expenditure standards ) 

Tharp, Claude R, Control of Local Finance Though Taxpayers Associations 
and Centralized Administration, Indiana Taxpayers’ Association, 1933. 
(A good survey ) 


E. GOVERNMENT ENTERPRISES (Chapter VII) 

Bauer, John, “Rates and Revenues of Public Enterprises,” Annals of the 
American Academy, Vol. 183, January 1936, pp. 70-77 (General prin- 
ciples.) 

Bullock, Selected Readings (See under A2), Ch. VI. 

Chase, Stuart, Government in Business, The Macmillan Co , New York, 
1935. (In support of government enterprises ) 

Dimock, Marshall E , Developing Arne? tea's Waterways; Administration of 
the Inland Waterways Corporation, University of Chicago Press, Chicago, 
1935 (A sympathetic analysis.) 

Dimock, Marshall E, Government-Owned Enterprises in the Panama Canal 
Zone, Umversity of Chicago Press, Chicago, 1934. (A sympathetic survey ) 

Greenwood, Ernest, The Great Delusion, Some Facts About Government in 
Business, Harper & Bros., New York, 1933. (Condemnatory.) 

Greenwood, Ernest, You, Utilities, and the Government, Appleton-Century 
Co, New York, 1935 (Denunciatory.) 

Kelly, Clyde, 17. 5. Postal Policy, Appleton-Ccntury Co., New York, 1931, 
(General.) 

McDiarmid, John, Government Corporations and Federal Funds, University 
of Chicago Press, Chicago, 1938. (Primarily on accounting control.) 
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Persons, Warren M , Government 'Experimentation in Business, John Wiley 
& Sons, New York, 1934. (Antagonistic.) 

Pigou, Study (Sec under A3), Pt I, Ch. 6. 

Sorrell, Lewis C,, Government Ownership and Operatiotr of Railways for the 
United States, Prenticc~Hall, New York, 1937 (An analytical study ) 
Splawn, Walter M W., Government Ownership and Operation of Railroads, 
The Macmillan Co , New York, 1928 (Antagonistic ) 

Starr & Mills, Readings (See under A2), Chs. VII, VIIL 
Thompson, Carl D, Public Ownership, Thomas Y Crowell Co, New York, 
1925. (In support of government ownership.) 

Wilcox, Delos E ^ The Administration of Municipally-Owned Utilities, Mu- 
nicipal Administration Service, Pub, No. 22, 1931. (A fair, able analysis ) 


F. LAW OF TAXATION (Chapters VIII, IX) 

Brown, Robert C., “Domicile versus Situs as the Basis of Tax Jurisdiction,” 
Proceedings of the Twenty-Eighth National Tax Association Conference, 
1936, pp 144-156. (Excellent survey ) 

Bullock, Charles J , Economic Essays, Harvard University Press, Cambridge, 
1936 (Reprint of earlier articles; several on tax law and property tax 
problems.) 

Cooley, Thomas M., The Law of Taxation, Callaghan & Co., Chicago, 4th ed , 
1924. (Standard work on the subject, now somewhat outdated ) 

Corey, C S ^ The Supreme Court and State Taxation of Interstate Commerce, 
University of Illinois Press, Urbana, 1933. 

Fletcher, Benjamin, The Contract Clause of the Constitution, Harvard Uni- 
versity Press, Cambridge, 1938. 

Harding, A L., Double Taxation of Property and Income, Harvard University 
Press, Cambridge, 1933 (Able research, marred by doctrinaire analysis ) 

Joint Comrmttee on Internal Revenue Taxation, The Taxing Power of the 
Eedei^al and State Governments, Washington, 1936. (A convenient sum- 
mary.) 

LowndeSj Charles L. B., “Spurious Conceptions of the Constitutional Law of 
Taxation,” Harvard Law Review, VoL 47, February 1934, pp 628-659. 
(An outstanding article.) 

Maguire, J M., and MagiU, Roswell, Cases on the Law of Taxation, Founda- 
tion Press, Chicago, 3rd ed., 1940 (A casebook.) 

Mahany, Maxwell M., Commetce Clause Tax Problems, Commerce Clearmg 
House, Chicago, 1940. (Study on Supreme Court decisions) 

Paul, Randolph E,, Studies in Federal' Taxation, Third Series, Harvard Uni- 
versity Press, Cambridge, 1940. (Legal studies ) 

Powell, A. L., National Taxation of State Instrumentalities, University of 
Illmois Studies in the Social Sciences, Vol. XX, No. 4, University of 
Illinois Press, Urbana, 1936, 
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G. ECONOMICS OF TAXATION (Chapters X, XI) 

Anderson, H. Dewey, Taxation, Recovery and National Defense, Temporary 
National Economic Committee, Monograph No 20, Washington, 1940. 
(Social distribution and economic cSects of the American tax system.) 

Bastable, Public Finance (See under A3). 

Black, Duncan, The Incidence of Income Taxes, Macmillan & Co, LondoUj, 
1939. (A keen abstract analysis ) 

Brown, Harry G., The Economics of Taxation, Henry Holt & Co, New 
York, 1924 (Effective exposition of subject.) 

Bullock, Economic Essays (See under F). 

Fagan & Macy, Public Finance (See under A2), Chs. IX, XIII, XVIL 

Hansen, Fiscal Policy and Business Cycles (See under B) 

Hart, Gailord H , and Allen, Edward D , Paying for Defense, Blakiston Co , 
Philadelphia, 1941. (Study on war finance.) 

Hazelett, C. William, Incentive Taxation, Dutton & Co., New York, 1936. 
(Doctrinaire proposals ) 

Mills & Starr, Readings (See under A2), Ch, XI 

National Industrial Conference Board, Essential Facts (See under B). 

National Industrial Conference Board, The Shifting and Effects of the Fed- 
eral Corporation Income Tax, 2 vols.. New York, 1929 and 1930 (Indue- 
tivc statistical analysis ) 

Peck, Taxation and Welfare (Sec under A3). 

Peck, Harvey W , “The Use of the Taxing Power for Non-Fiscal Purposes,'^ 
Annals of the American Academy, Vol. 183, January 1936, pp. 57-62 
(Mild approval ) ^ 

Seligman, Edwin R. A., The Shifting and Incidence of Taxation, Columbia 
University Press, New York, 4th ed , 1921. (Classic study on subject, con- 
tains historical survey of theory.) 

Silverman, Herbert A., Taxation, Its Incidence and Effects, Macmillan & 
Co., London, 1931. (An English text.) 

Temporary National Economic Committee, Taxation of Corporate Enterprise, 
Monograph No 9, Washington, 1941 (Analysis of economic effects.) 

Twentieth Century Fund, Facing the Tax Problem (Sec under A3). 


H. DISTRIBUTIVE ASPECTS OF TAXATION (Chapter XII) 
Bastable, Public Finance (See under A3). 

Buehler, Alfred G , “The Principles of Expediency and Justice in Taxation,” 
National Tax Assoaation Bulletin, VoL XXI, February 1936, pp. 130-137. 
(General analysis.) 

Bullock, Selected Readings (See under A2). 

Fagan & Macy, Public Finance (See under A2), Ch. VIII. 

Peck, Taxation and Welfare (Sec under A3). 
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Pigou, Study (See under A3), Pt II, Chs. I-VII. 

Schgman, Edwin R A, Piogrcsswc Taxation tn Theory and Practice, Ameri- 
can Economic Association, 2nd ed , 1908. (History of theory on subject; 
distributive analysis.) 

Tarasov, Helen, Who Pays the Taxes? Temporary National Economic Com- 
mittee, Monograph No 3, Washington, 1940 

Tax Policy League, Tax Exemptions, the League, New York, 1939. 

Twentieth Century Fund, Facing the Tax Problem (See under A3) 

Weston, Stephen F., Principles of Justice tn Taxation, Columbia University 
Studies, Vol. XVII, No. 2, Columbia University Press, New York, 1903. 
(History of distributive theories ) 


1. TAX ADMINISTRATION (Chapter XIII) 

1, Principles 

Graves, Mark, “Administration of State Taxes as Viewed by an Administra- 
tor,” Annals of the American Academy, Vol. 183, January 1936, pp. 189- 
198. (Brief, good ) 

Haig, Robert Vi, The Cost to Business Concerns of Compliance with Tax 
Laws, American Management Associauon, New York, 1935. (Question- 
naire survey ) 

Jackson, Robert H., “Equity in the Administration of Federal Taxes,” The 
Tax Magazine, November 1935, pp. 641-645. (Striking presentation of 
complexities of federal tax admmistration.) 

Lutz, Harley L., “Some Essentials of Good Tax Administration,” Proceedings 
of the Twenty-Ninth National Tax Association Conference, 1936, pp. 311- 
329. 

Prettyman, E Barrett, “A Practical Philosophy of Tax Collection,” The Ta\ 
Magazine, October 1936, pp 593-597. (Good administrative analysis ) 

Tranter, A. Victor, Evasion tn Taxation, Routledge & Sons, London, 1929. 
(English pioneering study.) 

Twentieth Century Fund, Facing the Tax Problem (See under A3). 

2. Organization 

Lutz, Harley L., The State Tax Commission, Harvard University Press, Cam- 
bridge, 1918. (Standard work on subject, covering up to date of publica- 
tion.) 

National Industrial Conference Board, Administration of the General Property 
Tax, New York, 1930. (Descriptive ) 

Schmeckebier, Laurence F., and Eble, Francis X. A., The Bureau of Internal 
Revenue, Institute for Government Research Service Monograph of the 
U. S. Government No. 25, Johns Hopkms Press, Baltimore, 1923. 

Seiko, Federal Financial System (See under D3), 

Tax Systems of the World (See under A4). 
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J. AMERICAN TAX COLLECTIONS (Chapter XIV) 

1. General 

Heer, “Trends” (See under A3). 

National Industrial Conference Board, Cost of Government (Sec under A5) 

Shultz & Caine, Financial Development (See under Cl). 

The Tax Foundation, Tax Facts and Figures, the Foundation, New York, 
1941 (A convenient compilation ) 

Twentieth Century Fund, Studies (See under A3). 

2. Federal taxation 

Anderson, Taxation, Recovery and National Defense (See under G). 

National Industrial Conference Board, Federal Finances (See under C2). 

T N E C, Taxation of Corporate Enterprise (See under G) 

U. S Secretary of the Treasury, Annual Reports (See under A5), 

Willoughby, Financial Condition of the National Government (Sec under 
C2). 

3. State and local taxation 

Neff, Municipal Finance (See under C3). 

Tax Policy League, Tax Yields, 1939, the League, New York, 1940. (Sta- 
tistics ) 

U. S Bureau of Census, Financial Statistics of Cities series, Financial Statistics 
of State series, State Tax Collections senes, Wealth, Debt and Taxation 
series (See under A5). 


K PROPERTY TAXATION (Chapters XV, XVI) 

1, General 

Bullock, Selected Readings (See under A2), Ch. XI. 

Fagan & Macy, Public Finance (See under A2), Chs. X-XIIL 

Fairchild, Fred R., and associates, Forest Taxation in the United States, U S. 
Department of Agnculture, Miscellaneous Publications No, 218, 1935. (In 
addition to its special subject, contains a superb study of property taxation.) 

Jensen, Jens P, Property Taxation m the United States, University of Chicago 
Press, Chicago, 1931. (Standard work on subject.) 

Jensen, Jens P., “The General Property Tax, the Mainstay of Local Fiscal 
Autonomy,” Annals of the American Academy, Vol. 183, January 1936, 
pp. 124-129. (A brief, general survey.) 

Mills & Starr, Readings (Sec under A2), Chs. XII, XIII. 

National Industrial Conference Board, Administration of the General Prop- 
erty Tax, New York, 1930. (Descriptive analysis.) 
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National Tax Association, ‘‘Second Report on a Plan of a Model System of 
State and Local Taxation,” Proceedings of the Twenty-Sixth National Con- 
ference, 1933, pp. 353-420. (A superb, comprehensive document ) 

Tax Policy League, Property Taxes, New York, 1940. (Valuable symposium.) 

Tax Systems of the World (See under A4). 

2. Exemptions 

National Tax Association, “Preliminary Report of Committee . on Home- 
stead Exemptions,” Proceedings of the Twenty-Ninth National Confeience, 
1936, pp. 370-375 

Tax Policy League, Tax Exemptions (See under H) 

Thomas, Raymond D., “The Effects of Homestead Exemption,” Pioceedtngs 
of the Twenty-Eighth National Tax Association Conference, 1935, pp 
103-114. 

3. Assessment, equalization, and review 

Babcock, Frederick Vi, The Valuation of Real Estate, McGraw-Hill Book Co , 
New York, 1932. (Indicative of the complexity of scientific valuation of 
real estate ) 

Bonbright, James C., The Valuation of Property, 2 vols ,, McGraw-Hill Book 
Co., New York, 1937, Chs. XVII-XXI. (Theoretical analysis ) 

Bullock, Economic Essays (See under F) 

Munro, Municipal Administration (See under Dl). 

National Association of Assessing Officers, Assessment Organization and Per- 
sonnel, the Association, Chicago, 1941. (Best recent analysis on problems 
of property tax administration ) 

National Association of Assessing Officers, U? han Land Appraisal, the Associa- 
tion, Chicago, 1940 (Standardized assessment practice in land appraisal ) 

Nelson, Richard W , and Mitchell, George W., Assessment of Real Estate m 
Iowa and Other Mid-Westein States, Iowa University, College of Com- 
merce, Bureau of Business Research, Iowa Studies in Business No 10, 1931. 
(A general descriptive analysis ) 

Simpson, Herbert D , Tax Racket and Tax Reform in Chicago i Institute for 
Economic Research, Chicago, 1930. (Brilliant book on Chicago’s fight for 
reform of tax assessment and equalization, written by leading figure in 
fight.) 

4. Assessment of special properties 

American Bankers Association, A Survey of Ban\ Taxation in the United 
States, 5th ed., 1935. (Tabulation of state laws.) 

Buehler, Alfred G., “Some Current Problems of Railroad Taxation,” Journal 

I of Land and Public Utility Eepnomics, Volt IX, 1933, ppt 75—88, (Concise 
analysis of complicated subject) 
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Huang, Hsien-Ju, State Taxation of Railways in the United States, Columbia 
University Press, New York, 1928. 

Lutz, Harley L , The Taxation of Railroads tn New Jersey, Princeton Uni- 
versity Press, Princeton, 1940 (A study of ad valorem railroad taxation ) 

National Industrial Conference Board, The Taxation of Ban\s The Economic 
Aspects of Ban\ Taxation, New York, 1934. (Good analysis ) 

Welch, Ronald B , State and Local Taxation of Banl{s in the United States, 
New York State Department of Finance and Taxation, Division of Taxa- 
tion, State Tax Commission Special Report No 7, Albany, 1934. 

Wooslcy, John B , State Taxation of Ban\s, University of North Carolina 
Press, Chapel Hill, 1935. (Historical and analytical) 

5. Rates 

Leet, Glen, and Paige, Robert M. (eds.), Pioperty Tax Limitation Laws, Pub- 
lic Administration Service, Chicago, Pub 36, 1934. (Collection of articles 
and opinions, generally condemnatory.) 

Spangler, Frank L , Operation of Debt and Tax Rate Limits in the State of 
New Yor\, New York State Department of Taxation and Finance, Division 
of Taxation, State Tax Commission Special Report No. 5, Albany, 1932. 
(Condemnatory of both types of limits.) 

6. Collection and delinquency 

Bird, Frederick L., The Trend of Tax Delinquency 1930-1938, Dun & Brad' 
street, New York, 1938. 

Duke University, School of Law, The Collection of Real Propaty Taxes, 
Law and Contemporary Problems, 1936. (Collection of pertinent articles ) 

National Municipal League, “Report of a Committee on a Model Tax Collec- 
tion Law,” National Municipal Review, Vol. XXIV, 1935, supplement. 

United States Bureau of the Census, Real Estate Tax Collections and Delin- 
quencies, 2 vols , 1934. 

Woodworth, Leo D., “Collection of Property Taxes with Special Reference to 
Real Estate,” Proceedings of the Twenty-Seventh National Tax Association 
Conference, 1934, pp. 330-354, (Statistical analysis of delinquency.) 

7. Property tax modifications 

Brown, Harry G , The Economic Basis of Tax Reform, Lucas Bros., Colum- 
bia (Mo.), 1932. (Argument for land rent tax,) 

Leland^ Simeon E, TAe Classified Property Tax tn the United States, Hough- 
ton MiflSin Co., Boston, 1928. (Standard work on subject.) 

Shcftcl, Yctta, The Taxation of Land Value, Hopghton MifSin Co., Boston, 
1916, (Still valuable on subject.) 

Xoung, Arthur N., The Single Tax Movement in the United States, Princeton 
University Press, Princeton, 1916. 
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L. INCOME TAXATION (Chapters XVII, XVIII) 

1. General 

Black, Incidence of Income Taxes (See under G). 

Bullock, Selected Readings (See under A2), Chs X, XIL 
Fagan & Macy, Fubltc Finance (See under A2), Chs. XV-XVII 
Heer, Clarence, “The Place of Personal Income Taxes m a Modern Fiscal 
System,” Annals of the American Academy, Vol 183, January 1936, pp 
78-85 (General distributive principles.) 

Mills & Starr, Readings (See under A2), Chs. XIV-XVL 
Seligman, Edwin R A., The Income Tax, The Macmillan Co, New York, 
2nd ed , 1914. (Valuable today for historical material.) 

Seligman, Edwin R. A , Studies in Public Finance (See under A3), Ch. Ill 
Simons, Henry C., Personal Income Taxation, University of Chicago Press, 
Chicago, 1938. (Proposals for basic reform ) 

Tax Systems of the World (See under A4), 

2. Federal 

Ballantme, Arthur A., “Federal Income Tax Procedure,” in Roswell Magill 
(ed ), Lectures on Taxation, Commerce Clearing House, Chicago, 1932, 
pp 179-211 

Blakey, Roy G and Gladys C, The Federal Income Tax, Longmans Green, 
New York, 1940 (Authoritative historical treatment.) 

Duke University, School of Law, Federal Income and Estate Taxation, Law 
and Contemporary Problems, Vol. VII, No. 2, 1940. (Valuable collection 
of articles ) 

Haig, Robert M. (ed ), The Federal Income Tax, Columbia University Press, 
New York, 1921 (Early series of essays, many still pertinent ) 

Interstate Commission on Conflicting Taxation, The Personal Income Tax 
and the Crediting Device, Chicago, 1935 
Montgomery, Robert H., Fedeial Tax Handboo\, 1940-1941, Ronald Press, 
New York, 1940. (A legal and accounting manual.) 

Seidman, J. S, Legislative Histoiy of Federal Income Tax Laws, 1938-1861, 
PrenticC'Hall, New York, 1938. (A manual of the statutes.) 

3. State 

Blakey, Roy G , and Johnson, Violet, “State Income Taxation,” Taxes, March- 
June 1941, pp. 131-136, 222-231, 280-286, 353-359, 422-438. (Compre- 
hensive survey ) 

Comstock, Alzada, State Taxation of Personal Incomes, Columbia University 
Studies No. 229, Columbia University Press, New York, 1921. (An early 
survey.) 

National Industrial Conference Board, State Income Taxes, 2 vols., New 
York, 1930. (Historical and analytical ) 
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National Tax Association, ‘‘Second Model Tax Plan” (Sec under Kl). 

Simpson, Herbert T) ^ The Effects of a Property Tax Off -Set under an Income 
Tax, Northwestern University, Institute for Economic Research, Studies m 
Public Finance No. 3, Chicago, 1932. 

4 The income concept 

Hardy, Charles O., Tax-Exempt Securities and the Surtax, The Macmillan 
Co , New York, 1926 (Intensive inquiry into issue.) 

Lutz, Harley L, “Should Capital Gams be Taxed as Income National Tax 
Association Bulletin, Vol XXII, 1937, pp. 130-136. (Opposed.) 

Magill, Roswell, Taxable Income, Ronald Press, New York, 1936. (Superb 
tracing of legal concept ) 

Montgomery, Robert H, “Accounting and the Concept of Income,” in Ros- 
well Magill (ed ), Lectures on Taxation, Commerce Clearing House, Chi- 
cago, 1932 

Mueller, Paul H , “Concepts of Taxable Income,” Political Science Quarterly, 
Vol. LIII, 1938, pp 83-110 and 557-583, and Vol. LIV, 1939, pp 555-576 
(Most comprehensive survey of American and foreign theory.) 


M. DEATH AND GIFT TAXATION (Chapter XIX) 

Bonbright, Valuation of Property (See under K3). 

Fagan & Macy, Public Finance (See under A2), Ch. XVIII. 

Haensel, Paul, “The Proper Sphere of Death Taxes,” Annals of the American 
Academy, Vol. 183, 1936, pp. 86-95. (General conservative view.) 

Harnss, C Lowell, Gift Taxation in the United States, American Council on 
Public AfEairs, Washington, 1940. (Best study on subject.) 

Kidder, R. A , State Inheritance Taxes and Taxability of Trusts, Foundation 
Press, Chicago, 1934. (A legal analysis.) 

Mellon, Taxation the People* s Business (See under A3). 

Mills & Starr, Readings (See under A2), Ch. XdX. 

Montgomery, Robert H , Federal Taxes on Estates, Trusts, and Gifts, 1940- 
1941, Ronald Press, New York, 1940, (A legal manual ) 

National Tax Association, “Second Model Tax Plan” (See under Kl). 

Paul, Randolph E., Federal Estate and Gift Taxation, Little Brown & Co„ 
New York, 1942. (A manual.) 

Rignano, Eugenio, and Shultz, William J , The Social Significance of the In- 
heritance Tax, Alfred A. Knopf, New York, 1924. (Proposal for sup- 
plementary death tax on unearned wealth.) 

.Shultz, William J,, The Taxation of Inheritance, Houghton Mifflin, Boston, 
V 1926. (Standard work on subject.) 

Tax Systems of the World (See under A4). 

Treanor, Glen R., and Blakey, Roy G., Inheritance Taxes, League of Minne- 
sota Municipalities, Pub. 47, 1935. (A compact, general summary.) 
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N. BUSINESS TAXATION (Chapters XX, XXI) 


1. General 

Buehler, Alfred G , “The Taxation of Business Enterprise — ^Its Theory and 
Practice,” Annals of the American Academy, Vol. 183, 1936, pp. 96-103. 
(General ) 

Bullock, Selected Readings (See under A2), Chs XVI, XVII. 

Fagan & Macy, Public Finance (See under A2), Ch XIX 

Mills & Starr, Readings (See under A2), Ch XVII 

Tax Policy League Symposium, How Shall Business Be Taxed? New York, 
1937. (Stimulating commentaries on current business tax theory and prob- 
lems ) 

Tax Systems of the World (See under A4). 

2 Federal 

Blakey, The Federal Income Tax (See under L2) 

Buehler, Alfred G ^ The Undistributed Pi o fits Tax, McGraw-Hill Book Co., 
New York, 1937 (Standard work on subject ) 

Montgomery, Federal Tax Handhoo\ (See under L2). 

3, State general corporation taxes 

Blakey and Johnson, State Income Taxation (See under L3). 

Ford, Robert S , The Allocation of Coiporate Income for the Purpose of State 
Taxation, New York State Department of Taxation and Finance, Division 
of Taxation, State Tax Commission Special Report No 6, Albany, 1936. 

National Industrial Conference Board, State and Local Taxation of Business 
Corporations, New York, 1930 (Only general survey of subject) 

National Industrial Conference Board, State Income Taxes (See under L3). 

National Tax Association, “Second Model Tax Plan” (See under Kl) 

4, Other state business taxes 

American Bankers Association, Ban\ Taxation (See under K4). 

Buehler, “Railroad Taxation” (See under K4). 

Compton, Ralph T., The Social Security Payroll Taxes, Commerce Clearing 
House, Chicago, 1940. (Analysis and manual.) 

Huang, State Taxation of Railways (See under K4). 

Lee, Maurice W., AnU-Chain-Store Tax Legislation, University of Chicago 
Press, Chicago, 1939. 

National Industrial Conference Board, Taxation of Ban\s (See under IC4), 

Welch, Taxation of Ban\s (See under K4). 

Williamson, K. M., “Some Problems in the State Taxation of Insurance,” 
Proceedings of the Twenty-Seventh National Tax Association Conference, 
1934 ^ pp, 395-408. (Able, brief analysis.) 

Woosley, State Taxation of Ban\s (See under K4). 
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O COMMODITY TAXATION (Chapter XXII) 

7. General 

Bullock, Selected Readings (See under A2), Chs» XX, XXL 

Fagan & Macy, Public Finance (See under A2), Ch. XX. 

Tax Systems of the World (See under A4). 

2. The tariff 

Crompton, George, The Tariff, An Interpretation of a Bewildering Problem, 
The Macmillan Co, New York, 1927. (Balanced analysis of protection 
and free trade ) 

Graham, Frank D , Protective Tariffs, Harper & Bros., New York, 1934, (A 
popular theoretical presentation ) 

Schattschneider, E. E., Politics, Pressures, and the Tariff, Prentice-Hall, New 
York, 1935. (Valuable, practical insight on tariff-making and pressure 
politics.) 

Smith, James G , Economic Planning and the Tariff, an Essay in Social Philos- 
ophy, Princeton University Press, Princeton, 1934, (Against protective 
tariff ) 

Taussig, Frank W , The Tariff History of the United States, Putnam’s Sons, 
New York, 8th ed, 1931 (Standard work on subject.) 

3, Sales taxes and commodity excises 

Buehler, Alfred G , General Sales Taxation Its History and Development, 
The Business Bourse, New York, 1932. (History and theoretical analysis 
of the subject.) 

Criz, Maurice, The Use Tax, Public Admimstration Service, Chicago, 1941. 

Haig, Robert M., Shoup, Carl, and associates, The Sales Tax in the American 
States, Columbia University Press, New York, 1934. (Outstanding induc- 
tive study of economic effects, and survey of law ) 

fiecr, Clarence, A State-Shared Federal Sales Tax, Interstate Commission on 
Conflicting Taxation, Chicago, 1934. 

Jacoby, Neil H,, Retail Sales Taxation, Commerce Clearing House, Chicago, 
1938. (A valuable comprehensive survey ) 

National Industrial Conference Board, General Sales oi Turnover Taxation, 
New York, 1929; Sales Taxes General, Selective and Retail, New York, 
1932. (Outdated on description, but valuable for economic analysis ) 

National Tax Association, “Second Model Tax Plan” (See under Kl) 

Nelson, Carl L., Blakey, Gladys C., and Blakey, Roy G., Sales Taxes, League 
of Minnesota Municipalities, Pub, 48, 1934. (A good summary of sies 
taxes.) 

Tower, Ralph B,, Luxury Taxation and its Place in a System of Public Rev- 
enues, New York State Department of Finance and Taxation, Division of 
Taxation, State Tax Commission Special Report No. 4, Albany, 1931. 
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P. HIGHWAY TAXES (Chapter XXIII) 

Crawford, Finla G , The Admimstratton of the Gasoline Tax in the United 
States, Municipal Administration Service, annual surveys. 

National Industrial Conference Board, The Taxation of Motor Vehicle Trans- 
portation, New York, 1932. (Factual survey ) 

National Tax Association, “Second Model Tax Plan” (See under Kl) 

Sandage, C H , and Nelson, R. W , Motor Vehicle Taxation for Highway 
Purposes, University of Iowa, Bureau of Business Research, Iowa Studies in 
Business No 11, 1932. (A general survey.) 

Tax Systems of the World (See under A4). 

Todd, Edvvnn S., “Highway Maintenance Taxation,” The Tax Magazine, 
January 1936, pp. 11-17. (A general analysis.) 

“Urgent Problems of Motor Vehicle and Related Taxation* Report of the 
Committee , on Motor Vehicle and Related Taxes,” Proceedings of the 
Twenty-Seventh National Tax Association Conference, 1934, pp 274-294. 


Q. NONTAX REVENUES (Chapters XXIV, XXV) 

1, Federal land policy 

Hibbard, Benjamin H , A History of the Public Land Policies, The Macmillan 
Co., New York, 1924. (The standard work on the subject.) 

Ise, John, The United States' Oil Policy, Yale Umversity Press, New Haven, 
1926. (Chs. XX-XXVI deal with public domain oil lands.) 

Seligman, Essays tn Taxation (See A3), Chs. XIV, XV. 


2, Special assessments and other nontax revenues 
Bullock, Selected Readings (See A2), Chs. V, Vll. 

Burnstan, Arthur, Special Assessment Procedure, New York State Depart- 
ment of Fmance and Taxation, Division of Taxation, State Tax Commis- 
sion Special Report No. 1, Albany, 1929. (Comprehensive analysis ) 
Cushman, Robert E, Excess Condemnation, Appleton-Century Co., New 
York, 1917. (Only comprehensive study ) 

Hillhouse, A M,, New Sources of Municipal Revenue, Municipal Finance 
OfiScers Association, Chicago, 1935. (Excellent analysis.) 

Mills & Starr, Readings (See A2), Ch IX. 

Munro, Municipal Administration (See Dl). 

Spengler, Edwin H., “The Increment Tax Versus Special Assessments,” Na- 
tional Tax Association Bulletin, Vol. XX, pp. 258-261, VoL XXI, pp. 14-17> 
163-167, 240-244. 
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R. GOVERNMENTAL BORROWING AND DEBT 
(Chapters XXVI, XXVII) 

/. General principles 

Adams, Henry C, Public Debts, Applcton-Century Co, New York, 1890. 
(An old classic still pertinent.) 

Birck 3 Lauritz V,, The Public Debt, MacVeagh, New York, 1927. (Expose 
tion of theory, based on European experience.) 

Bullock, Selected Readings (See A2), Chs. XXII-XXVT. 

Chatters, Carl C, and Hillhouse, Albert M., Local Government Debt Ad- 
ministration, Prentice-Hall, New York, 1939, (A manual for local admin- 
istrators.) 

Committee on Municipal Debt Administration, The Call Feature in Muni- 
cipal Bonds, Municipal Finance Officers Association, Chicago, 1938. 
Fagan & Macy, Public Finance (See A2), Chs. XXII-XXVII. 

Hart and Allen, Paying for Defense (See G). 

Matsushita, Shutaro, The Economic Effects of Public Debts, Columbia Uni- 
versity Studies No. 309, Columbia University Press, New York, 1929. 
(History and analysis of theory.) 

Mills & Starr, Readings (See A2),,Chs. XXII-XXIV. 

National Industrial Conference Board, Essential Facts (See under B), 

Pigou, Study (See A3), Pt. Ill, Ch 1 

Seligman, Essays in Taxation (Sec A3), Ch. XXIII. 

Smith, Dan T, Deficits and Depressions, John Wiley & Sons, New York, 
1936. (Theory.) 

Spangler, Debt and Tax Rate Limits (See K5). 

Studenski, Paul, Public Borrowing, National Municipal League, New York, 

1930. (Brief, effective analysis.) 

Williams, John H., and others, ‘‘Federal Budget’ Economic Consequences of 
Deficit Financing,” Papers and Proceedings of 53rd American Economic 
Association Meeting, 1940, pp. 52-107, 

Withers, W., The Retirement of National Debts, Columbia University Studies 
No, 374, Columbia University Press, New York, 1929. (Valuable from 
theoretical angle.) 

2. Special aspects 

Hardy, Tax-Flxempt Securities (Sec L4). 

Seligman, Studies (See LI), Ch. VTI on tax-exempt securities. 

Turner, Bernice C., The Federal Fund Marl^et, Prentice-Hall, New York, 

1931. (Valuable institutional study.) 
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S AMERICAN GOVERNMENTAL DEBT (Chapter XXVIH) 

1, General 

National Industrial Conference Board, Cost of Government (See under A5), 

Shultz & Came, Financial Development (See under Cl), 

Twentteth Century Fund, Current Fax Problems (See under A3). 

U. S. Secretary of the Treasury, Annual Reports (See under A5). 

2. Federal 

Hendricks, Henry G,, The Federal Debt, 1919-1933, Mimeoform Press, 
Washington, 1933 (Valuable material.) 

Love, Robert A, Federal Financing, Columbia University Studies No. 337, 
Columbia University Press, New York, 1931. (History of federal borrow- 
ing and debt management.) 

National Industrial Conference Board, Federal Finances (See under C2). 

Willoughby, Financial Condition of the National Government (See under 
C2), 

r 

i. State and local 

Hillhouse, A. M., Municipal Bonds' A Century of Experience, Prentice-Hall, 
New York, 1936. (Comprehensive survey, particular attention given to 
defaults.) 

McGrane, Reginald C , Foreign Bondholders and American State Debts, The 
Macmillan Co., New York, 1935. (Historical study of default and repu- 
diation ) 

Neff, Municipal Finance (See under C3). 

Ratchford, Benjamin U., American State Debts, Duke University Press, 1941 
(A superb historical and analytical study.) 

Shattuck, Leroy A, Municipal Indebtedness, Johns Hopkins Studies Series 
LVIII, No. 2, Johns Hopkins Press, Baltimore, 1940. 

Studenski, Paul, “State and Local Debts — their Past Difficulties and Present 
Problems,” Proceedings of the Twenty-Ninth National Tax Association 
Conference, 1936, pp. 401-411. 

Trull, Edna, Borrowing for Highways, Dim & Bradstrect, New York, 1937. 

Trull, Edna, Resources and Debts of the 48 States, Dun & Bradstreet, New 

, York, 1937. . 

U, S. Bur-eau of Census, Financial Statistics of Cities scries, Financial Statistics 
of States scries, Wealth, Debt and Taxation scrips (See under A5). 
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T. INTERGOVERNMENTAL TAX RELATIONSHIPS 
(Chapters XXIX, XXX) 

7. General 

Benson, George C. S, The New Centralization ^ Farrar & Rinehart, New 
York, 1940. (Intergovernmental relationships m the United States ) 

Haig, Robert M, *‘The Relation of the Tax Systems of the States and Na- 
tion,'* in Roswell Magill (ed ), Lectwes on Taxation, Commerce Clearing 
House, Chicago, 1932, pp 215-251 

Martin, James W , “State and Federal Relations in Taxation,’* Proceedings of 
the Twenty-Eighth National Tax Assoaation Conference, 1935, pp. 306- 
313. 

“Report of Committee ... on Fiscal Relationships of Federal and State Gov- 
ernments,” Proceedings of the Twenty-Seventh National Tax Association 
Conference, 1934, pp. 161-170. 

Seligman, Essays (See under A3). 

Tax Policy League, Tax Relations Among Governmental Units, New York, 
1938. (A valuable symposium ) 

2. Grants-in-aid 

Bittcrmann, Henry J., State and Federal Grants-in-Aid, Mentzer Bush & Co., 
New York, 1938. (Most comprehensive study.) 

Blough, Roy, “Federal and State Grants-in-Aid,” Proceedings of the Twenty- 
Ninth National Tax Association Conference, 1936, pp 266-274. 

Clark, Jane P., The Rise of a New Federalism, Columbia Umversity Press, 
New York, 1938. (A good study of federal aid ) ^ 

Hecr, Federal Aid and Tax Problem (See under C4). 

Hinckley, Russell J, State Grants-in-Aid, New York State, Department of 
Taxation and Finance, Division of Taxation, Special Report of the State 
Tax Commission, No. 9, Albany, 1935. (Diffuse and somewhat confused.) 

Key, V. O,, The Administration of Federal Grants to States, Public Admin- 
istration Service, Chicago, 1937, 

Macdonald, Austin F , Federal Aid, Thomas Y. Crowell Co., New York, 1928. 
(Early work on subject.) 

Mort, Federal Support for Public Education (See under C4). 

Williams, J. Kerwin, Grants-in-Aid under the Public Worlds Administration, 
Columbia University Press, New York, 1939. (Study of a special applica- 
tion of the grant-in-aid.) 

3, Shared taxet 

Edmunds, Franklin S., “A Taxing Program for the Nation,” Proceedings of 
the Twenty-Sixth National Tax Association Conference, 1933, pp. 30-39. 
(Rccomnacndmg fcdcral-lcvicd taxes shared with states.) 
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Heer, State-Shared Federal Sales Tax (See under 03) 

Hillhouse, New Sources (See under Q2) 

Hutchinson, Ruth G, State Administered Locally Shared Taxes, Columbia 
University Studies No. 355, Columbia University Press, New York, 1931. 
(Comprehensive analysis.) 

Newcomer, Mabel, “Revenue Sharing between Federal and State Govern- 
ments and between State and Local Governments,” Proceedings of the 
Twenty-Ninth National Tax Association Conference, 1936, pp. 275-283 
(Pros and cons ) 

4 Separation of revenues 

Newcomer, Mabel, Separation of State and Local Revenues in the United 
States, Columbia University studies, Vol LXXVI, No. 2, Columbia Uni- 
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Tax Institute, Tax Barriers to Trade, the Institute, Philadelphia, 1941. (A 
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Appendix A— Account and Budget Forms 

1. Skeleton Outline of Small-Municipality 
Expenditure Classification 


1000 Services — Personal 
1100 Salaries and wages, regular 
1200 Salaries and wages, temporary 
1300 Other compensations 

2000 Services — Contractual 
2100 Communication and transportation. 
2200 Subsistence, care, and support 
2300 Printing, binding, and advertising 
2400 Heat, light, power, and water 
2500 Repairs 

3000 Commodities 
3100 Supplies 
3200 Materials 

4000 Current Charges 
4100 Rents 
4200 Insurance 

5000 Current Obligations 
5100 Interest 
5200 Pensions 

6000 Properties 
6100 Equipment 

6200 Buildings and improvements 
6300 Land 

7000 Debt P^ayments 
7100 Serial bonds 
7200 Sinking fund instalments 
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estunate form is used for certain classes of supplies Estimates for other classes of expenditure are entered on different forms 














Department Budget Estimate Page (New York City Department of Water Supply, Gas and 

Electricity) 


795 



The divisional estimates (as shovi^n in sample on the facmg page), possibly revised, are consolidated for the department on this 
and similar forms This form is used only for certam classes of supplies^ Npte provision for code numbers 










City Pre liminar y Budget Page as Prepared by Budget Bureau (New York City) 


796 APPENDIX A— ACCOUNT AND BUDGET FORMS 



The departmental estimates are analyzed, possibly revised, and arc printed m book form for study by the legislative body. 
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5. City Final Budget Page (New York City) 

231 


DEPARTMENT OF WATER SUPPLY, GAS AND 

2176 General Plant Equipment 

2177 Materials 

2178 Motor Vehicle Materials 

2179 General Repairs 

2180 Water Supply Repairs ^ 

2181 Motor Vehicle Repairs . 

Street and Park Lighting— 

2182 Manhattan and The Bronx 

2183 Brooklyn 

2184 Queens , 

2185 Richmond % . 

Light and Power for City Structures— 

2186 Manhattan and The Bronx . , 

2187 Brooklyn 

2188 Queens 

2189 Richmond ... . .« 

Heat for Public Buildings— 

2192 Manhattan . . 


ELECTRICITY-Conhiinerf 

52,000 00 

189,000 00 

6,500 00 

900 00 

. 100,000 00 
.... 8,000 00 

... . 2,297,000 00 

. . 1,895,000 00 
.. . ... 1,570,000 00 

492,000 00 

1,950,000 00 

, 866,000 00 

. , 430,000 00 

153,000 00 

60,000 00 


2193 Hire of Horses and Vehicles with Drivers — 


Catskill Watershed— 

1 Driver with Team and Vehicle or Mower... , .... $1,200 00 

4 Driver with Team and Vehicle at $8 a day (250 days) . 2,000 00 

Croton Watershed— 

10 Driver with Team and Vehicle at $8 a day (517 days) , 4,136 00 

Brooklyn Watershed- 


Schedule Total $9,457 00 

2194 Carfare and Traveling Expenses , , $25,000 00 

2195 Telephone Service . ... 30,000 00 

2196 General Plant Service . 15,800 00 

2197 Rental of Fire Hydrants 208,000 00 

2198 Contingencies ... . 4 480 00 

2199 Taxes 1,350,000 00 

2200 Printing, Stationery, Supplies, Etc . . 18,000 00 


Total Other Than Personal Service . . $12,346,987 00 


Departmental Summary-^ 

Total Personal Service .... $6,158,642 00 

Tax Levy Allowance , . .. . . $5,656,262 00 

Corporate Stock Allowance, Special and Trust Fund Allow- 
ance . . ... ... 502,380 00 


Total Other Than Persona! Service .. , $12,346,987 00 


Departmental Total . . . . $18,503,629 00 

Tax Levy Allowance . , . $18,003,249 00 

Corporate Stock Allowance, Special and Trust Fund 
Allowance , 502,380 00 


DEPARTMENT OF SANITATION 
Personal Service-^ 

Salaries Regular Employees— 

Division of Administration — 

2300 Executive— ^ ^ 

1 Commissioner of Sanitation 

2 Deputy Commissioner of Samta- 

tion .... . . 

3 Deputy Commissioner of Sanita- 

tion *. . 2at$6,000 


$10,000 00 

7,250 00 

! 

12,000 00 


After the legislative body passes the budget, with or without revision of the Budget 
Bureau’s allowances, the entire budget is reprinted as part of the legislative procedure 
and for the use of the departments and the public. 
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APPENDIX B— PROPERTY TAX FORMS 


3 (concluded). 
Information 


Filing Card Used (Cleveland, Ohio) for Recording 
on Assessment of Urban Sites and Residences 


airttw ~.voi — - p««* 

TtlVni tOatriet Cart Na^ 

Block 



Book Wo.. ....Pat# Lin* 

Btfe AiU or Deduct 

Lilted for tax** la name <tf 

10 - , 

1 

Dtauudoai 

Area 

Actual 

Factor 

Totala 

Sub — , .. ... Prig Lot ... 

fink fjit _ ■“ 






Fell Fron 
1 Depths 

— 






'*'*'^* Houie No, - 

— 


— 



,,, 



193 

■mm 

CWCTlptiottOl 
jtMadtUoo ~ 

DoUdlnt 


fi 

1 


■ 

B^S 

jOpIJa 



E»t.W»U* 

1— 




mmmmm 




mSm 



north end of lot toward top of card. Show unit value# outild# and lot mcaaun 
mentj imtde lot liaia. Indicate comer Influence and allev wl*h. 


:SBI' 







■ 




IMHI. 






IMWiI 








MMj 
























TO* Floan ..... 

Total AddlUetu and Daductioiw 





Feet 

Front 

D«p 

?6of 

Aetua) 

Unit 

%for 

Tri 

anct# 

Ooo 

Actual 

Unit 



Total! 

Hm Addldoe or 

D«cbet(oa 


ftSPOODUCTlON VALDB 






— 





leprtdadofl 

KBT Vi 

— % 






■ 

4l_ 



— ..Car Oartf* 

itvz 










V/ 












- 

*«oL. Floor.. 

... ValJ 







— — — 


— — — 

TOTAL BLDa VALUR 



— 


— 





■ 








— 













r 




■■■1 

— 


— 



Orittoal lUcofd....... Appnd**d— 

rnfto......,,. Yotf — 

Written bF 


~*MVirueij 

by-.^ 


—CheckK 

Jby™. 
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APPENDIX B— PROPERTY TAX FORMS 


5. Corporate Excess Tax Return 

^ Gomrtf Ward No Diatrict No 

TAX SCHEDULE “C” 

COSPORATlONa PERSONS, COPiUlTNERSHIPS, AND JOINT STOCK COBIPANIES ENGAGED IN 
THE MANUFACTURE OF GOODS, WARES, MERCHANDISE. 

<SeeUeiu 23 and 24, ChapUr 43S. Acta of 1891 ) 

PABTL 

(Ti be IQIed out bj the Individual or Company*! Offlelal) Fill AR Blanks. 

Nam# ...AddreM ..... 

State whether a Corporation, Copartnership, or Individual ........... 

Amount of capital stock issued or Capital Invested, $ ... ...... ..... 

'Surplua and undivided profit, ............. .... ... .... 

What is the market value per share? .... 

What la the actual value ner share? 

What dividends have been paid on stock in the last two years? .....per cent per annum 

Amount invested in real estate and buildings? ..... — 

Present assessed value of the eame? ...... 

Amount invested In machinery tools, equipment, etc., % .... ... 

Present actual value of the same? ^ ... ........ ......... 

Actual value of manufactured articles on hand on January 10th, $ 

EXPLANATORY NOTE — 'Tha taxpayer aboald taka apta that aianufacturad articles are exempt oaly ee Iona as they 
temain the property of the nmaufaeturcr When manufactorad artldea paas from the bands of the nianofactUTar thsy ays 
as Isnysr axampt from taxation. 

Actual value of materials and supplies on hand January lOtb which represented prodneta 

of the soil which you produced yourself or purchased direct from the producer? ....f... 

Actual value of other materials and supplies on hand on January 10th bought on the open 

market from others than the producer? ... .... 

EXPLANATORY NOTE^Baw materials in the hands of ths manufacturer are not exempt unless sueh raw materimJe 
ware produced from the soil by the manufacturer or purchased by the mnnufsetarer direct from the producer Raw mat^ 
rials purchased In the open mirket from others than ths produesrs art not exempt * 

REAL ESTATE AND PERSONALTY OWNED 

Each traet of real aetata must be shown aeparately Attach lists of personalty owned in each County separately 


LessTIOM COUMTY 





APPENDIX B— PROPERTY TAX FORMS 805 

5 (concluded). Corporate Excess Tax Return 

GondeoMd Balance Sheet as of 111 — ^ 


Gendensed Balance Sheet as of 111 — ^ 


DEBITS AND ASSETS 

Book Value 



Actual Vatu# 

'Mr :■ ■■ ,i :■ nju-ai 

For tha usa of tha Tax Asataaor 

RmI Estete 

S 

% 


Michlnery 




SecurftiM 




Cash 




Not«k ReeetvabU 




Acoounto Recih/abl* 




Invantory 




Otner AMiU-Urt ^ 




Defarrcd Chargos 




TOTALS 1 





CREOrrS AND UABILITIES 

Book Valua 

Actual Valua 


Dondad Debt 

$ 

$ 


Mortgagaa 




Accowits Payabla 




Notat Payabla 




Rasarvat 




Oepraclatlon 




Qthar UabllHlat-Ust 




Oafarrad Cradits 




Capital Stock, Praf % 




Common 




Surpfua 




Profit and Lon 




TOTALS 





STATE OF TENNESSEE 


Countf of 

We, t Preefdent and — 

Secretarj and Treaaurer, of the above-named concern, do hereby eolenmly awear that we have made true and 
correct answer* to all the above questions and that we have honestly and truthfully stated the condition 
of the business, as of the dote named, and that we have given the actual cash value of all property as of said 
date, both tangible and Intangible, and that aU attached statements, inventories, balance sheets and sxhibits 

■re true and correct. 



Bwnm to and cubsertbed before me 

the ■ ■ day .» 


<ISAL> 
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APPENDIX C— PERSONAL INCOME TAX FORMS 


2. Federal Tax Return — Short Form 


FORM 1040A 

ra*Afftmv DXPAiirusMs' 

iMnmmu* Rjnrwra Snvioa 

UNITED STATES 

INDIVIDUAL INCOME AND DEFENSE TAX 

1940 

(AiuUt*r*« SucBp) 

RETURN 

mo r'DAcc iwrATWcc nn mat madc tuam «e nnn ACDit/rn 



Do not vmte m thcie 


rUK ViKUoo UNt^UiVlila Ur ivUi IViUltCt llliuM ^^rtlUU UCitvlVCJ./ 
FROM SALARIES, WAGES, DIVIDENDS, INTEREST, AND ANNUITIES 

ScniJ 

No. 


(NOTE.->tf xou «r« enravetl In « prof«wlon or budnoM Oneludlim fajrmlnc). or u* « mwniMur of 
« pKrtn«**hlp, or bad Income or low** from th* rentiac or wie of property, u*e Form 10i0> 

psn* 


Tfl be fifed wiffi tk CeOeder af btenal Revesoe for tmt &tric! «b or before Mvdb IS. 1941 

(CuhicriSUmp) 


PRINT NAME AND HOME OR RESUIENTIAC. ADDRESS PLAINLY BELOW 


Joro; ADAMSr and IJARGARET ADAMS._ 



<Nm*) OfeafiNaiweieCbaffiMfbudMdirifitfliriibaJiiMNtaiO 

,4862JYesK 215th Street 

^treNead aoaiber, IT nnl mb) 

New York. Uev/ York . New York 



<P«U«ica) (Cw^y) (M 

Cuh—Oieck-^M. 0 


( What u your 


2. CbeelcwbttlKryouaniaic 


QUESTIONS 

4. Ate iteou o( uncome or tkductMOe <i both husbuitd tnd meludtd in 
tiw return? -r— - - ■ 


3. Ddjrou file a return for any prior yetr>.J?J|L§ lfao»v^wa>tbelateat 5 StateDa]neo(huit}an(lor>nfeifaMparttetcturowumacle,penonalneatp> 
ytar? To ailwk CoDectoi'i office va» it tion* if any, claused thereon, and the Conechu'i office to )wluch it wu test. 

District, Ne?/ York 


INCOME 

f 3.850 

00 




75 

00 




S2 

60 


190 

s&. 

1.. 4.402. 

SO 

5. Other income rincludimr income from annuities. hducianeL etc.\ (FkaScWvioB)........^ 

ZZL. 

aa 


DEDUCTIONS 

$ , 

00 

m 

.50 


185 

00 


165 

50 

10 Other deductions authonied bv law (FromS«i**<iui»F) 

305 

op 

f I. Total deductions m items 7 to 10 . i -.p-t 

COMPUTATION OF TAX 



13 Less. Earned income credit, either (a) or (5 ) (Sm lutmctin I3) 



, (fi) If item 12 is more than $3,000, enter 10^ of item 1 or 10% of item 12, 

372 

ai 




. .. .3..QQ0...' 

.Qfi. 


21^ 

15. Credit for denendents. fTiMASclMdufeH-Zi . „ . . 

. .. m . 

-PO. 


% Jm. 2^. 

89 


f . 50 j 

,00. 


$ 

.sa. 


80 

19. Income tax paid to a foreign country or Umted States possesuon. (Aw** F<w» ins)„ 





20 

Peffnsf fox of item IT) -r ^ ..r ,.-.r T T- 

5. 


22. Total mcome and defense taxes due (item 20 plus item 21). (S**ri»rtnietMmpwtt.p*yB»wt«fu«) ...... 

$ ... 

?g,’ 


NOTEr^-^ Older that tint return roa^ be needed u meetm; the requiraneits of the Internal Revenue Code, the data eaSed foe 
• iHtftui mutt be act forth FUULY and CLEAitLY. 
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2 (concluded) Federal Tax Return— Short Form 


Schodule A.— INCOME RECEIVED OF SAURIES, COMMISSIONS, BONUSES, AND OTHER 


1 Nuns &nd Addrei, of Employer IF ■ xovcmmentel unit, 
indicate wFietiier “Federal State ‘ or Locar 

Z Amaust 

3 Erpemea Paid ({tanue) 

AmsaAt 

A.Co.,ITe\r York.N.Y. 

*_3Lt5o_! 

00 




BJIar e ..£u£ffiJjjjiIiXjt4.P2i!Eai^sAs»... 

g 

.00. 


.50 

OQ. 

IT.Y. State Motor Vehicle 






Bureau, _C enter St., W, Y C. 

- 100 

00 

... . 

- 




Total of column 2 mmus total of column 4 (enter as item 1, page 1) 


Sch*dula B —OTHER INCOME (INCLUDING INCOME FROM ANNUITIES, FIDUCIARIES, ETC ) (Sea Initructlon S) 


I Frca Whoi» Received and NtCure ^ Incccoe 


I F rem Whom Received and Nati 


09.j^aTpiui^_ $ CO 

Tru^t u/v of Sarah Franlclin 150 00 


Sohedul* C —CONTRIBUTIONS PAID (Sm InstruoUon 7} 


X (Continued) 2. Amount (Continued) 


Schodul. D —INTEREST PAID (S«a InotrucUon 8) 


I TomomPeU LAo 


I Nmoo uid Addreu of Orskmzotlon 


America^. Red Cross, IT., Y C_, 

Salvation,Arn2'',„ W. Y. .C. . _ 


SoWluU E —TAXES PAID (Sm Iiutruetlon «) 


I Nature cl Tu 2 


.J-0 

pp 


00. 

..IQ 

QP. 


tm Aznounl 

.181 I OQ. 


ScheduU F -OTHER DEDUCTIONS (Sm InotrucUon 10) 


{ DoenpSoa 



I Ckn «« oMt ( DW , ctio ». or ^ 


TJ. S. Treasury Bond _ 000 1 00 $_ ^ 3o|lp. 15. 1 00, 



Reason for support 
jf over 18 years old . 


AFFIDAVIT. (See Instruction D) 

1/we swear (or affirm) that this return has been examined by me/us, and, to the best of my/our knowledge and belief, is a true, 
correct, and complete return, made in good fai^ for the taxable year stated, pursuant to the Internal Revenue Code and regulations 
issued under authority thereof, and that I/we hod no mcomc from sources other than stated hereon 

SuVisrFiKpfl nnfl 


Subscribed and sworn to by 

^ before me this day of 1941, 

(.1 *J II ., 

A REMN WADE BY AN AGENT MUST BE ACCOMPANIED BT fOm. 
OFAnORNET, ( 5 c« iMtaiftlM D) 


(StgnftUAxt) (Sn InjtntctiOA D> 



// <dt^ftUAr€} Un initntction U) 

}{(XlKAy^ 

(Sfinlturc) 

(If tWi I, ■ iomT Mlum (not mude by *ieji0 It murt lx iltneil by betb 
liu.buuj wid wif« It mml bt »woni to btfore •. proper offiew by lh» ipotM* 
prepwws the rctiBO. 1 / iwathw « bptbprtpw* Uw return, u tmwt bt twpm t* 
by Mtb rpotuea) 


b. «. sovoMWirt MiMTido prrie* i#^«468 
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APPENDIX C— PERSONAL INCOME TAX FORMS 


FORM 1040 

Truaui> Dat>wtin«nt 
Iat*nv 4 i KmnuoSorrio* 


3. Federal Tax Return — Long Form 


UNITED STATES - ^ 

INDirniUAL INCOHE AND DEFENSE TAX KEIUEN 1940 


FOR GROSS INCOMES OF MORE THAN $5,000 FROM SALARIES, WAGES. 

(Auditor'* Sump) dividends, interest, ANNinTIES, AND FOR INCOMES FROM 

OTHER SOURCES REGARDLESS OF AMOUNTS 

For Calendar \ear 1940 

or fiscal year begnmmg M40, and ended , 1941 


(Do not me these tpaee*) 


PRINT NAME AND ADDRESS PLAINLY* (S«« Insbruetlon C> 


HEteBUCK 

(Nub*) (Um Dtn**«F Mi h *ab* i»l uil wirfu, tbi* U • jfM r«(ani) 

7240 E ast S4th Street 

(^t«t and luHetMr, er rural route) 


Co*hr-Check-M Q 




(Pert office) 


Iky/JTQriv 

, (Ctmntr) (Sute) 


INCOME 

1 Salsincs and other compensation for personal services (Fmm SeWule A) $-. 

2 Dividends _ 

3, Interest on bank deposits, notes, mortgages, eic — ~ 

4 Interest on corporation bonds - . 

5 Taxable interest on Ciovcmment obligations, etc (Frw Schedule B) _ 

6, Income (or loss) from partnerships, syndicates, pools, etc (other than capital gams or losses) 

(PunUi DUBCs ud *<I(irei«ei)t 

^310^ .4^1 ^ :Jew Y ork. Y* 

7« Income from fiduciaries* (Fumbh Mme* tsd etldrcMct)* 

JELatswtei. ad Yark^IlA Ya— 

8, Renta and royalties. (Fra* BcIibUb q ^ , - 

9, Income (or loss) from business or profession. (Frem &Wai* D) ... 

10, (n) Nrt ahort-term gam from sale or exchange of cipital assets (Fn» ScWui* f> 

Net long-term gam (or loss) from sale or exchange of capital assets CFroinSeh«!uJ*F)^^~ - 

(fi) Net gam (or loss) from sale or exchange of property other than capital assets. (Fm* ScC^ui* q. 

tl. Other mcomoOncludmg income from annuities). (Sttt*B*tu«) . 

t2a Total income m items f to 1 1 . (Cat^ aonUuhIc beoa< In Sch*du3« 

DEDUCTIONS 

13. Contributions paid. (Eipi»h6>Seh««M*HL - $-. 

14. Interest, ffiiDWiateSdiuduu m . 

15. Taxes. {E»*.kiaiaScb0du!cH).___. 

16. Losses from fire, storm, shipwreck, or other casualty, or theft. (£*?!.{# hi Sch^iuhi H) 

17. Bad debts. (E>ptthi{iiS<iM<!uj*H): 

18. Other deductions authonted by law. (E*iJwiB5e!«duj.H)., .......... 

19. Total deductions m items 13 to 18 1...... 

20. Net rneoffle Gtem 12 minus item 19) ... . ..... 


COMPUTATION OF TAX 


600 

00 

“”3?050 

00 

245 

50 

1,450 

00 

... 

00 

5.830 

2^ 

„3,520 

46 


ao 

^J4^133 

il9 

Noi\e 


”10,048 

oT 

Iia^259 

oq3 


-6^5§.a.|QQ,. 


JljiSOO 00 
1.1.. 08? 00, 
_7^04? 94 
...,U? 0 P Q 0 
_ ^100 00 
Jj,3^00 


69,474199 


.27^835 94, 
.41*641 oa 


It 41.6411 

05 

L 

‘§ 

,o 

oo„ 

f 38.841 

05 

2.043 

00 

$ ^36^797 

97_ 


21. Net income ^tem 20 above)... 


22. Less' Personal exemption. 

gfrtwSchiduitj-D...^^.^ $.2_^O0C 

23. Credit for dependents, 

CPno SdieduU 


24. Balance (surtax net mcome) 

25. Less: bt«i«R'«a CovemoHt* . 

26. Earned mcome credit. 

<Fm Sd^ K-l « K^.. |JU-Q.Q?|. 

27 Balance subject to normal tax 


28. Normal tax (4% of item 27) 

29 Surtax on itan 24 (s« iwtnietwa 

30 Tptal (Item 28 plus item 29)^-...., 

31 . Total i»ccHnetaxcam 3 e.trirm)<td«iM<Uti* 

tom t*pa»lt«hicf|oj», inter lto* iaS«h»Iul«F) ... . 

32 . Less. i^wBauxpcidktiwm...... BlQ- 

33 . IneotM tui iwtd to n fWd«n 

counify er U S. pO H ew t an. 

(Att«h Funn Uf 6 ) . 

34 Balwce of income tax (Hcm ii min n h^n* 52 .nd 


36 Total income and defense taxes due 
(itei« 54 pliii im 35 ) 




92 

7^52g 

III 

0,994 

70^ 


32 

10 

00, 

$ .Si'SSC 

32_ 

.. 

25. 

$___ 9,188 

65. 


NorrE.--la Oritf Ikt lUi n(»B MY a* MoifM M BMt^ lb* nqoIrHDMB Itte jMiniil R«TF»* lb. 4>U teM hr Wm* BHift U Mi iMtk nnXT *bS CLLAU.T 
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3 (continued). Federal Tax Return — Long Form 


SchaM* A.— INCOME MaiVEO FROM OTHERS CONSISTING OF SALARIED WAGES, FEES. COMMISSIONS, BON^SEA 
■ AND OTHER COMPENSATION FOR PERSONAL SERVI^ (So. Initructlon 1) 



50 fOO R. R, fare and meals 


Supr eme Court. F. Y. 


ttern I page 1) — .| 


Schedule B —INTEREST ON GOVERNMENT OBLIGATIONS, ETC (See Initructlon G) 




Schedule C.— INCOME FROM RENTS AND ROYALTIES (See Initructlon 8) 



1 KitMlatpnpcrtv 

lAaMunt , 

3 Dmrteutioo 

Id Schedule^ 

vUfai 

(cxplun^Mow) 

5 Other cxpcnic* 
(itwnlre bdew) 

6 Net prolit (colunm 2 caima 
lum « calumiti 3 4 uul 5) 
(entera* Han B, t>«ct 1} 





.QQ 

«_2.^D_ 50 


ko. 

$ ... ..a,.5&2.. JLQ 


Eipliitttion o( deducbont chimed m colunnu ^ and 




Schedule D —PROFIT (OR LOSSl FROM BUSINESS OR PROFESSION (See Inatrucrion 9 


(State (I) nature of buiineta — — - — , (2) number of places of business „Qn.3— «. 

and address if iKfferent from name and address on page t 


COST OE GOODS SOLD 

(Fe tw oied wIxTa tmrcsitaitei an «a beomeaktxfnlnmf 
hetar) 

2. Inventory at begtnnmg of ye*r-5-.or..M. 
5. MerchandSie bou^t for sale 

1* 25^984 . 

...RLiis . 

5 MatemI and supplies ....... ...... 

J 

6. Odier costs Gtemne below)....^... 

lt775 < 

7 Totiloflmei2to6.. 

%23xJlnl J 

fl. Less mventory at end of year..,^..,OC. J4. 

..58^705 ( 

9 Net cost of goods sold (Ime 7 mmus line 8).,. 

! 

10. Cross profit (Ime 1 mmua line 9). 

S..,.73a.£35 : 


(3) business name 

"siOiaT^ 


OTHER BUSINESS DEDUCTIONS 
I 1 1 Salaries and wages not included as "Labor’' (do not deduct compco' 

sation fa* yourself) $ 

IL Intaest on business indebtedness ...... — ,>. 

13 Taxes on business and business property 

U Losses (explam below) — — 

15 Bad deljts animg from sales or ierviccs — 

16. Depreciatum, obsolescence, and depletion (explam m Schedule £).. .... 
17 Rent, repairs, and other expesseaQtenutt below or on separate sheet). ^ 

la TotaloffineslItolT a. $_ 

I 19 Net ^6t (or lou) Qine I nunui lines 9 and 18) (enter as item 9, 
page 1) 


13^520 00 
uoo 'o J 
Lies .00, 
"Logg oo" 
*’''_924 go 

rL.690 

“' 0^319 55 . 

.39s.7g£ X;. 


on Imes 2 and S to 


li the production, manuheture, purchase and sole of mercJandii e u an mcome'prodtiong f^tor, mventoncs are rec^uirod. Enter "C^" or "C or M,*' on lines 2 ai 
indicate tAethermventones are valued at cost, or cost or market, wbeheveru lower , ^ 

Explanatxni of deductions daaned in lines 6. Ht.and 131 * — 


Schedul* E.^-EXPLANATION OF DEDUCTION FOR DEPRECIATION CLAIMED IN SCHEDULES C, D, F, AND G 




5 Dtpnoatim a}> 
bwed^ aSnwaUt) 

6. Ranuning coit ue 
DtlierbMUtobe 

inpturyttn 

nemnd 
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3 (continued). Federal Tax Return — Long Form 


Schedule F —GAINS AND LOSSES FROM SALES OR EXCHANGES OF CAPITAL ASSETS (Seo Inetructlon 10) 



SUMMARY OF CAPITAL NET GAINS OR LOSSES 

Z Net ihprt-twm « * Nrtgwo or lou tobeUkeolnto 5. Tot«} net s«ln or lot* to ti* ttkio 

year (not meucM — - 

of net fncacoe for { I } 

eucliyeu) CUn I Lom Cota { Lom CUib | Lom 



COMPUTATION OF ALTERNATIVE TAX 

Use only (1) If you had a net long-term capital gaiJlf and item 24, page 1, exceeds $22,000 

(2) If you had a net long-term capital loss, and such lots plus item 24, page 1, exceeds $22,000 


© Net long term capita! low (item 10 (b), page f . 
>, Ordinary net C't- 1 — " t ' •‘c 2 (ai — ' n* 1 
lme2(£)) (v“Fij' i i _ _ 
L Leal Pencnu « i ir U r -i 3b « '-I „ 

J-P- _ - - 

u Credit (or dependents. (l*rom:>clied> | o/*' 

u'-*,-:; _ _ . ' - 


6 Bde"r(i. tix *^1 -P _ , ^ 

7 Lett Iilrr»alo C ‘ 'S ^ ' I 15 T *J r r- a! fax ’’ t f ► -i '■» p' “ !) ' f J 

8l E..-C1 ( erir< (I ” n *■ - i ' 1 i laxu. , (i* i it .1 ' c i I lie 2 •'() | , 

.1.-, ^ nr.,, 2j';c . . I 

9 B Bi !. * r - _ 'L. ' 15 rv— I ■ * * ■' P_^ * " 

Schedule G— GM\'a AND LOb&LS FROM SU-Ls OR KciIANCES~6r PROPERTY” OTHLR''riIAN”cAPITAL AbSLlS 
* (see Iratruction 10) 


Q5 

10 Normal tax (4% of line 9) 

|.....X^Q2Q. fi 

. A0s.0i8.00 

n Surtax on line 6. ^e« Insiruction 29).. 

4,277 9 


12 Par a’ sxC-n.L '•-=11) 

t 9 

1 

1 1 

M-fbC c.--a'sPnCj31cfl-2i<-)^ ' 

■' 1 

1 1 « - , - 

r, U/.II (M l0^oFp*tlo"g>te«mrar tqPofi (^<%cfl>''r2(A)) 1 

H A' tr* • »aa(i -e I2r 'SI e ij( )rr 1 -s 1 2 i li - ' 

1 1 
' S * 

J sl" r ' 


4 




t Klodd pftperty 


Brick buildinp: 





Total net gam (or low) (enter as item 10 (eX P*8« !)- 


5iUls fhtfanjlutfiioetarg, «■ laslnett rtlaUonshlfi ta you, if any, qf parehastr pf any cf iht Hems on Ala paft, — — — 

If any ef wei liana itfers aeyaind iy you eAtr Aon fy purdbMi txplatnfully at^rtd 
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3 (concluded). Federal Tax Return— Long Form 


Schedule H —EXPLANATION OF DEDUCTIONS CLAIMED IN ITEMS 13, 14, IS, 16. 17, AND 18 


2. E« pUlHt 8oO j 3 AfflOWJt 2. (CnT^.iai) 




Se e sijatement ktt^ched 


Schedule I —NONTAXABLE INCOME OTHER THAN INTEREST REPORTED IN SCHEDULE B (See Instruction G) 


R Life Insur ance Co>, IJew York City ft^ oc eeds of p ol icy receiy ed. on 

death of P. Blaclc 


Schedule J.— EXPLANATION OF CREDITS CLAIMED IN ITEMS 22 AND 23 CSee Inotructwn* 22 and 23 



Schedule K —COMPUTATION OF EARNED INCOME CREDIT. (See Inatruction 26) 


Net income (item 20, page 1) $ . 

Earned mcome credit (10% of net income, 


Earned net mcome (not more than $14,000) _ $ _ 

Net income (item 20, 1) — 

Earned income credit (10% of earned net mcome 

or 10% of net mcome, above, whichever amount 
b smaller, but do not enter less than $300) 


lOjOSO 

79 

41,S4i 

05 

i.noo 

.08. 


QUESTIONS 

1 , State your principal occupation or prcJciidonJJariUi&fijdU:^ — (h) Pcraonal exemption, if any, claimed thereorL Ilpy e __ 

2 Check whether you arc a citizen 0 or a resident ahen □, (c) Collector’s offi^ce to which it was sentJXL'L£.L!Lk.t.4j_s.. • 

3, Did you f3e a return for any pnor year? - If so, what 6, Check whether this return was prepared on the cash □ or 

was the latest year? To'iVbch Collector’s office was it accrual S baois. 


was the latest year? To-ilduch Collector’s office was it 

,3rdJ}i^triotj .te. York J..1 L 

4 Are items of income or deductions of both husband and wife m- 

duded m this return? .... 

5 State (a) Name of husband or wife if sepamte return was made 

Black . _ _ 


accrual S baeis, 

7. Did you at any tune during your taxable year own directly or 
inmrectly ai)y stock of a foreign corporation or a personal hold- 
mg company as defined by section 501 of the Internal Revenue 

Code? (Answer "y*®” ’no”) Of answer 

IS 'yes,” af-ad statement required by Instruction J ) 


y't JSI&cJk » _ . 1 IS 'yes,” af-ad statement required by Instruction J ) 


Am DAVIT. (Sse Instruction E) 

I/we swear (or affirm) that this return (mdudSng any accompanying schedules and statements) has been examirmd by im/us, and to the 
best of my/oUr Imowledge end belief is a true, correct, and canpiete return, made m good faith, for the taxa^yeafr htated^urauant to the 
Internal Revenue Code and the regulations issued under authority thereof VS l/ji jJff 

Subsenbedandswomtoby 

sn 1941 

lio (K jH* I, . joint rtbmt (not m>do by ogwl), it md be ilgaed 


. Nota ry Fubl io 

(S^KiMtun And btl« ol oficer kdnimiiUrko oath) 

A retm nu^ by ui tgeat aiott be •eeosApaiiled by pewer et 
attofwy (See Indmcbon E) 


(S^Mtur*) 

(If Ibis b ■ joint return (not made by agent), it nort be signed 
by both husband and wife. It mtut be sworn to before a proper 
officer by the spouse prepanng tite return U neltb» er both 
paro the return, it must he sworn to by bodi aponiei.) 


ATHDAVIT (See Instruction E) 

(If tbui tttam -WM prepared for yw by whuo other p«son, the foUowns affidavit must be executed) 

I/we swear (or affirm) that I/we prepared this return for the person or persons named herein and that the return (including any accom- 
panying schedules and statements) is a true, correct, and complete statement of all the information respecting the tax liah’hty of the person ^ 
or persona for whom this return has been prepared of which 1 1 c have any knowledge 

Subsenbed and sworn to before me this — - - day (s^mu-e oF puiee prtpsnaj ihc rtmn) 

cf .194. . ^ 



el p«noa piwtuini the 


(SlfQstan ud dtk b( offiw tdttiiibiKinK o«lh> 


« t oMiMMuirsiuimMaomcs la^inoi 


{Nsqm of fira or tBA^oyot; tf Mur) 











attach remittance here 
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4. State Resident Tax Return 


7 30-40— J.200 OOO « 87?> 

Retidoot Indlvlduali cub- 
lect ti> tax on net iscooiB 
mutt report tfaelr taxabla in 


Raildaot {odiTldaoli bavlatf 
iala (or lost) (rom tba aol* * 
«r exDlungo of ttoebi bondt, 
lasdt, bulldmiis or other 
property (except land or de 
preeiablo proportr ujod in 
pa»iiie»e), wnst report In 
SoheduU pa^a 4 of ra- 
tnra and compate the Nat 
Capital Colo Tojk thereon. 


Fornt 201 Page 1 of Return 


NEW YORK STATE INCOME TAX 
RESIDENT RETURN 

For the Calendar Year 1940 or Fiscal Period 


Begun . 


and Ended 


1940 


DO NOT WflITI IN THES! SMCEJ 


PRINT NAME AND RESIDENCE ADDRESS PLAINLY BELOW 


than 510,000 or the act in 
•ome more than 55 000 (or a 
prorata part thereof for e 
period less than twelve 
toonthi) mutt iQstce addtnonat 
report thereof on Form 202 
ftsd attach to this rotura 


Fourth Aye p 

fStreel er avenue or rural route) 


L Did >ou file a N Y Stale return lor 193S7 Xas 1939? lea 
2^ If so, give any address other than that above used on such returns 
5,938-2090 B* 75th St. joint return, 

3 If no return fpr 1939 was filed, state reasons .*"*“*** « *.»• 

4 Were jou married and living with your wife (or husband) during 

your taxable year?. . . * 

4a, If so, state name of jour wife (or husband) v . . , 

5^ary L, 

5 Did youc wife (or husband) have separate income? 

Sa. IE so, IS such income included m this return’ 

6, If separate return was filed, give address on such return 

2090 Bt 75th St.j, Qi’tjy 


7 If not married, were you during your ta,\ablc year the head 
cf a family”? If so, explain . ,» », ,, ,,, 


S How many dependent persons (other than husband or wife) 
under eighteen years of age, or mentally or physically defective^ 
bvt-e receiving their chief support from you during your taxable 
year? . . .... 

9 What 13 the relationship to you of the dependent persona fof 
whose support you claim e emption under Questions 7 and 8? 

^Nieoo 

10 If your status with respect to Questions 4-7 8 changed durinsf 
tlic year, state the dots and natura of such change . 


CALCULATION T)F NORMAL TAX 

11 Ket incotno (Item 35, page 2) . . > 

12 Personal exemption and credit for dependents — ^2.900 

13 Taxable balance (Item 11 minus Item 12) $^52pJ7lX- 

14a. Tax at 2% (First $1000 of Item 13)' « ? 2CL 

14b Tax at 3% (2nd and 3rd $1000 of Item 13) ^60. 

14c, Tax at 4% (4th and Sth $1000 of Item 13) 

14d, Tax at 5% (6th and 7th $1000 of Item 13) 3.0Q _ 

I4e. Tax at 694. (8th and 9th $1000 of Item 13) 130 , 

14£ Tax at 7% (All over $9000 of Item 13) 

IS Normal Tax (Total of Items I4a to 14f Incl ) $ 2.039 


CALCULATION OF EMERGENCY TAX 

T7 FrfierFenev Tax— 1% on Item 13 Ic saJ-ia T^ 

SUMMARY — TOTAL TAX TO BE PAID 

IS Normal Tax (Item IS) . . $ _ g.P59 JZ 

19 Emergency Tax (Item IT) , ,,,, 327 12 

19a, Net Capital Gam Tax (Item 39, page 4) , 1^.- _§5. 

19h. Unmcoroonitcd Bmrness Tax i i32 56 6 


19h. Unmcorponitcd Busmeas Tax { 

20 Total Tax Due (Total of above Items) , 



{These spaces for office use only) 


Moke checks or moDey orders payable to STATE TAX COMMISSION Do cot mail currency 

*Tlie one per cent Bmertency Tax (Item 19) MAY BE BAJD IN FULL si the time this return u filed or it may he paid In two inaullatentt, CftfA* 

JW4JP fn , L J_. J., I.J. n ruijv 1 _ U, L „ . 

-'■r ml ,c, 1 * a'l ^ --o'lr- ti_‘ o *1 4 i ' " ’A 1 iJ 


y r ^ ' . a " e « c- 

L I- = e. . I. ' I “s 


> . 1 e*i t I ‘ 1 . )I 

zx tjca". ■* i' • * SA "i jik h.* e fax 


(Signature of iodivldual or asaot) 
CMdrmi^AaaM) 


tl940] 
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4 (continued). State Resident Tax Return 



Direc tors itees ^ Awost inf; tioolea Co* 




22. Interest on bank deposits, notes, mortgages, corporation bonds, etc, , , $ 0 

23 Dividends ' , .^080 0 

24 Incite from partnerships, estates and trusts (furnish name and address) 

Filter net Income (or lo5») other than capital aains or capita! lo»« from partnerrliip^ ayndicates, pool*, or Joint 
ventures. Report distributive share of net capital sun <or loss) at Item 1, Schedule E, page 4 

(a) PQ’t'ti^rs ^ Cq**. SiJ., JJe-w Yorl:: City 5 

(b) of H, (jJ, Qla^;? ,, .4*525-3 

25 Income (or loss) from business or profession (from Schedule A) , . $ — . — . . — ? 

26. Hents and royalties (from Schedule B) , , ,5Q.*QYS.-. 3 

27 1 Gajn (or loss) from sale or exchange of capital assets (sec definition In INSTRUCTION — SCHEDULE E) 

2S / (report jn Schedule C, page 4) X5CXXXXXX] 

Report sains arising from tntnaactions involving noncapital s fcxcept stock In trade) at Item 29^ and 1 o<^b from 

auch uonsactions %t Item 31 d Attach ai achedult avtmUr to SchtduU E. page 4 giNing {uU details. CaA 

29 Other income (Describe and itemize each source completely) (a) J^eoovoiy pf I5a4 49l5i?$ ^ H 

(b) pjr^o^e^s pjatyr^d ein^oTopenl? over pcemj^uqag . j 

20 Total mcome from above sources (Items 21 to 29) ► . « . ... . «. « • $-...1. ^ 

DEDUCTIONS 

21au Interest on indebtedness (explam in Schedule 1) ... |$ 200 — |J30 

21b Taxes on real property (except assessments for local benefits) (explain m Schedule 1) lj*ioo_loq 


31c. Other taxes (except income taxes) (explain ui Schedule 1) ... — 

31d. Other deductions (explam m Schedule 1) 

Worthless securities may not be deducted here , (Report m Schedule E, page 4 ) . — 

3Z. Total deductlons~(except contributions) (Items 3’a to 3Id), .r , . 

33. Balance (Item 30 minus Item 32) ... 

34 Contributions— These must not exceed 1S% of Item 33 (txplam In Schedule 2) 

35 Net income subject to Normal and Emergency Tax (Item 33 minus Item 34) Enter i 


SCHEDULE 1 

EXPLANATION OF DEDUCTIONS CLAIMED m Item 21 (d), Schedules A and 1 


and Items 31 (a), (b), (o) and (d) 


21ri $ ^60 JDO 

Mortgage int erest on ho me 300 -00 

-Br-CiparjtyJ:^ -600 00 

I! ” - - apt»_hQusa 3 *,500 00 

Sl-o .. ■) r; ^ 71 00 ’ 

— .C.1U3. 2,!! i,' — ss-J- ico: - — "b 'iC 

IT . Y* Ci ty sal es t ax: ZZ OQ 

Sl««d The ft of .i eTTBlry 1*500 OQ 

„ JSffiidLJ3iLsiife) 910 -00 

100 00 


Tel . & Tel. 
Post ag e and st 

Light 

ssenge r ohar 

T rt ^ j fl 


_ OutaJWidJ.ll»sto.tiQUa__ , 
dS Eleot rlo sign destroyed 
19 See Ri der »*A*19** 


,$ 510 90^ 

40510. 

110 m 

^155 00. 

_ J5 m 

1*700 00. 

110 (XL 

^450 00, 

675 00 


SCHEDULE 2 

DETAILS OF DEDUCTION FOR CONTRIBUTIONS (Item 34) 


1 Name and Address op Opg\nizatiov 


Nave axd Address of Orcanizatiox 


l*5iXL 00 — 

50iL- 00 -TniaJI 

_N.X«Jloyndlini: Aoylirr^ ■2l»Y'-iI>, - _20Q_ OQ , — 

THIS INFORMATION Ml Sr r>E CI\CN 

1 Kjs the rcd'’'al In cmal Pe c i c B j’-lcj notif.-J joj that add tipnal tax v-as due on Jmur Federal return for 
(i»'s (.r Yls or No) 19 

2. Ii the an'^ftcr is "Acs stu ear'c_ii , 1958, 5 . , 19 d9, 5 ...... ... 

3 Attacli a staicment giving full details. 


109 -00. 

3*500 00. 


either 1938 or 1939? 
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4 (continued). State Resident Tax Return 


F«rm 201 Pale 3 of Return 
SCHEDULE A 

TNICQMB (Oh LOSS) FROM BUSINESS OR PROFESSION (Item 25 of fetnra). Pamnnl tntty te detaHed on Form 2 W 
If your GROS ^ ‘ i ^ T”" TT "i i ^ C"^' ■■ ^ 

acceded OOC - « < * “ 

"T (a) Kind < 'I ' . lax-bilo - V2a 4iai Ato.^ ‘ .Y.gV Z 

(c) Date t I - ... . - t- " - i-ecnwij, 


I (a) Kind < -1 _ . lax-bilo - 72iJ 4iai Ato.. 

PJ (c) Date t I e „ 2 - t- •• « “ 

If inventories are used state, if (a) at cost or (b) at cost or market, whichever i. lower C_OXLM 

o*; |f Taxpayers may submit statenienis iftiathed hereto in the form in tuhtch their boohs are kepi givtuff no less details than called for herein, and 
“g" (or loss) below 

4 Total Sales avd Ircoms from Business or Phofessional Services , > 

|r-® cost of goods sold ^ other business deductions 

13 Salary withdrawn by tavpaver or 

Cl'S . _ w -lAfl paid to wife or minor children 

n"! 2 jj S Labor e 7 ^x40 OO (Report <u income at Item 21 page Z) ^ 

~ 13a Otlier salaries and tvages not re icrr rw 

l"y| 6 nnA 6.098 50 ported Under “Cost of Goods Sold’ A ft a-W 


3.96.386 I 50 


6 Materials and supplies 
Sl«s ^ Merchandise purchased 

w S ^ 

g 5ls 8 Other costs 
i'e-al ' 

S, 0 ritu inventory at beginning of yeai 


g « 3 

Ij 1 1 Less inventory at end of year 
'*Z-v 

S i J2 Cost of Goods Sold (Item lO minus 
g .0 Item ll) 


$„ 7^146 

IS 

6.098 

50 

_16^682 

8, 

1.652 

op. 

„ 16*290 

00 

f.a84.m 

50 

„2L.060 

OO 

C 163.718 

6P„ 


14 Rent for business property 

15 Interest on business indebtedness to 

others t 

16 Taxes on business and business 

property (Attach Schedule) 

17 Depreciation and depletion (explain 

m Schedule C below) 

18 Losses, other than capital losses, not 

compensated by insurance (ex 
plain in Schedule 1, page 2) 

19 Bad debts (explain in Schedule 1, 

page 2) 

20 Repairs and other expenses (item- 

ize m Schedule 1, page 2) 

21 Total Other Business Deduc 

TIONS , 


f Hone 


12,157' 

QQ_ 

3,000 i 

00 

720 

00 

l*.2pO. 

00 

600 

QO„ 

450 

00 

673 

00 

990 

i5- 

^.19,790 

10 


“||’^22 Cost of Goods Solo Plus Total Other Business Deductions (Item 12 plus Item 21) 508 65 

23 Net Income (or Loss) irom Business or Profession (Item 4 minus Item 22) Enter at Item 2S, page 2 % 12^857 85 

‘” 0 : 2 1 Note — ^If you paid to any resident individual personal service compensation, rent interest or other fixed or detenninalik income of $1,000. 

>1 0 *“ over, if single, or $2,500 or over, if married returns of information on Forms 105 and 106 must be filed 

you paid any nonresident individual personal service compensation earned in New York State in the foregoing amounts, withholding. 
" li. returns on Forms 102 and 103 must be filed 


SCHEDULE B 

INCOME FROM RENTS AND ROYALTIES— (See Instruction 26 ) 


Kioto, PRore»TY AND - (c) Dor»EciAT.oN (e)OTBn, (DNotAmoum 

If the property w owned leintly or in eammon vjKu»a . DEPLETION xj\ r» Expenses of Rents 

Amookto, an%pS>T'’'' W toAM («™“o (tnto at S 26. 

r> ► . Schedule C) Schedule 1) page 2) 

J^tf hovse^JCpJsk^iZSAjriiJ $i_§*100.-QD$ .irr. C)P^ 

m.OO 50 aO- i50..>0Q 

jijippjcElgkt? UrlQ^ (XL iaO- <XL _ 1*000. ^ 

10*000. Q0„ ..a, 000 _00 a. _.a*0QCL.QCl 


SCHEDULE C 

EXPLANATION OP DEDUCTION FOR DEPREQATION AND DEPLETION CLAIMED IN SCHEDULES A AND B 
If the property was acquired after January 1, 1919, base depreciation on the cost thereof If acquired prior to January I, 1919, base 
depreciation on the Tamiarv 1 1919 vnh c 


. 5 Value ov 

Bflfcr 2 Kura OF pROPERTV 3 D ITT 4 Co‘,T 

licm iPrmctpal malertal of •winch constructed) prior tm^mo) 

K» *m LocaDOW O""” „f la„i) 


DEFRCaATlON AND DEPLETION 

A itA-rr I 7 Amount IN 1 8 Amount for 

0 ICATC 1 jjjjg 


idZLFvuaOJaJEaJLitej!^ Prl-55. $_ 2*000 OdjL. — rtJ 400 OO k. 200jQfi. 

A-ir vt-'o- 1,-vioi. l'-i-27 - :,coo OO. — -- ,5", o? 

_B-o Ar-4. n'juse-a-iei-T.'iara— VV17 140,0:, 00 iTI,''- ' 30 "/ - 33 3,.:'- 33 

B-oJ Hs.alo paljKilf . Iw-Sii 17,QQO 0(J Jr-ll/iz! 7,000 looL l.OOoJoO, 


SCFILDOLC D 
NON 1 WABLF INCOME 

Enter here a*l nco^ rc'^e ved a r i g tl e P^nhl^ m- rM i. o cd on foie 2 (^te In tp ction E) 


_state jboad, eji; |s- ^#000 00 U* 8t..Lil39ri<y.jaPRd.jLliifliie.fi±, $..^7,125 J3Q 

SaTTia-s 3, Lowa of H. 200 ’ 00 
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7-W-4t^-120.flOO C^Si 

To ba vtsd by Individual! | 
KOT rciidenta of Stato oi 
Now YoriCt derivJoi Inooma j 
fromt I 

(a) propotty altuatod with I 
Id Suto of New Vorkj I 

(b) a builnott, trade or 
profeialon earned «a within 
State ot New Yorks 

(«} aervicaa rendered with | 
in State of New York 
Nonrealdent individnala | 
aabjeei lo tax on net ineonie 
fnuat report their taxable In 
come on pade 2 of return and 
compute the Normal Tax and 
Emcrgane)’ Tax on pnde t 
Nonraiident Indlvldualahav 
fn| lain or loat from the aata 
or cxebanje ol property alia 
ated in New York Slate niuat 
report In Schedule F pete 4 
of return and compute the 
Net Cepilal Cein Tex thereon 
tl Inenme waa reetived 
from buaineae carried on in , 
New York State uae in eddt ^ 
tion to thla form Form 202 
lot oeippulinl the Unnwor 
poreted Buaincit Tex and at 


Ffirm 203— Paie 1 of Retani 

NEW YORK STATE INCOME TAX 
NON-RESIDENT RETURN 

FOR THE CALENDAR YEAR 1940 OR FISCAL PERIOD 
Begun „ ^ ^ 19 and Ended ^ ^ w.. 19 

PRINT NAME AND RESIDENCE ADDRESS PLAINLY BELOW 

KAUB 

(First vamt in /«W— middle iniftaft— luf name in fuil) 

PXSIPBKCE ACDRESS 

(No ) (Street or avenue or rural route) 


1940 

0 NQT VfMTE IH TUESC SfUQl 
Serial Number 


1 Did you file a N Y State return for 1938? 1939?. — 

la If so give any address other than that above used on such 
returns < , 

lb If no return for 1939 was filed, state reasons 


2 Were you named and living with your wife (or husband) 
during your taxable jear? 

2a If so, state name of your wife (or husband) 

3 Did your wife (or husband) have separate income? • 

4 If so, IS such income included in this return? 

5 If separate return was filed, give address on such return 


6 If not married, were you during your taxable year the "head 
of a family* ? If so, explain , , , * 


7 How many dependent persons (other thpn husband or wife) 
under eighteen years of age, or mentally or physically defective, 
were receiving their chief support from you during your tax- 
able year^ , , 

7a What IS the relationship to you of the dependent persons for 
whose support you claim exemption under Questions 6 and 7? 


8 If your status wi^h respect to Questions 2, 6 and 7 changed 
during the year, state the date and nature of such change ,, 


CALCULATION OF NORMAL TAX 


CAJ^CULATION OF EMERGENCY TAX 

13 Emergency Tax — 1% on Item 11 |$ 

SUMMARY— TOTAL TAX TO BE PAID 


9 Net income (Item 30. page 2) $ 13 Emergency Tax— 1% on 

10 Personal exemption and credit for dependents 

11 Taxable balance (Item 9 minus Item 10) $ 14 Normal Tax (Jwm 12g) 

12a Tax at 2% (First $1000 of Item II) $ J5 Emergency Tax (Item 13) . 

12b Tax at 3% (2nd and 3rd $1000 of Item 11) I 16- Net Capital Gam Tax (Item 34, page 4) 

lliam 4 Sch 0} 

12c Tax at 4^0 (4th and Sth $1000 of Item II) 17 Unincorporated Business Tax jp loz; — 

12d Tax at S‘'/o (6th and 7th $1000 of Item 11) 18a Total Tax Due {Total of Items 14 IS iJ and 17) $ 

12e. Tax at 6% (8th and 9th $1000 of Item 11) 18b Less Tax Withheld at Source*. 

12 f Tax at 7Vo (AH over $9000 of Item 11) 18c Balance Due (Item 18a minus Item 18b) $ — 

181) exceeds Item 18a iJns return wilt he conaidered 

I2<i Normal Tax (Total of Item* 12a to t2f incl ) $ 


DATBr-NOMBER I AMOUNT PAin 1 I EMERGENCY TaX 1 



Tbe^one per cem (I'yt,) Emergency Tar '* •" j ' ’V =■'" ' a *- 

1' ' a i * ' ' 1 i - J ' 

* r * *r 1 .- a IS ' 

ime this return is filed, or U may be paid ih two iniiallroeniB, 

a h* time tbif return >a filed or MAY BE PAID ia 

1 lbs, and ONE QUARTEK wiihifl lix lacntfis from 

V - 1 led 

kc c ai r ~ '■"c. Cr ira r ■' e f > e 1 \ 1 1 1 \.V (J '* i'i'-*‘UlN Do not mail currency 

I hereby certify that this return, including the accompanying schedules and statements, has been oxatmned by me, and lo the best of 
my knowledge and belief, is a true and complete return made in good faith for the taxable year stated, pursuant to the New York State Tax 

Iaw and the Regulations , 

Dated tha— .day of, — - , 1941 

(SiEoaiurc of indlviduid or nstai) 

[203] 

(Addreii of Aceut) 

[1940] 
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Form 20S«— 2 of Return 

RETURN OF TAXABLE INCOME SUBJECT TO NORMAL AND EMERGENCY TAX 

19 Salaries wages fees commustoni, bonuses etc (S ee Instruct ' 


2D Income from partnerships estates and trusts (furnish name and address) 


uips, tyndlcatM, pooli, or jobt venlurev Report 


21 Income (or lnss> from business or profession (from S hedulc A) 

22 Income from rents from property situated within the State of New York (from Schedule B) 

23 Gam (or loss) from sate or exchange of capital assets (See definition m INSTRUCTION— SCHEDULE F) 

(Report m Schedule F, page 4) 

from iranMctioni tnvolvinjt non>caplljd atteii fexMpt .lock in trade) at Item 21 and laiaet from atieh traiuaciions 
“ Attach a achedute aimilar to Schedule F paje 4 eivina full detaili 

24 Other income from sources withm the State of New York (Desert^ each source) 

25 Total income from above sources (Items 19 to 24) 

^ reductions not oiaimod above (explain in Schedult 2 ) 

ncdueiioni allowable to a nonrcsidcni are limned to expentea Incurred In eonneetion wuh the produeUon of Uxible ln«aw from 
aourcea wtibfn the State or losses from business carried on or property owned witbtn the State, (bcc Instruction 26 ) 

(«) I « 


27 Total deductions (except contributions) , 

28 Balance (Item 23 minus Item 27) , 

29 Contributions (See Instruction 29) These must not exceed 15% of Item 28 (explain in Schedule 3) 

30 Net income subject to Normal and Emergency Tax (Item 28 minus Item 29) Enter ' - ~ 


SCHEDULE 1 

Details of basis used in appertiontni Income, if any, tamed partly within and partly without the State of 1 



SCHEDULE 2 

Explanation of deduettons claimed In Item 19 (d), Schedules A -and B and Items 26 (a) ind (b) 



DetaiU of eontnbutiOBS to the Sute of New York, or any political subdivision thereof, for exclusively pobHo ‘tfj, ?LS? 
relidlouf, scientifie and eduoattonal eorporetions, incorporated by, or associations or|onizcd under, the LAWS OF THE STATE OF NEW 
YORK clatmed as dednetran at Item 29 above. 


NAME ANB ADD*E5S OF ORCANWATIOK 





THIS INFORMATION MUST BE GIVEN 
I Has the PedenI Intamal Revenwa Bureas ootifiad 7011 diit addiuooal tax w*s due m your Federal fatum for eithar 1938 or 1939P 
(Aatirar Yaa or No) 

2, If tha Bflswar 11 Yas, atata amonnt. 1938,$ . , , ,fl939,| 4 

X Attaeli a staunaac iivisid fall datalia. 








fp CROSS INCOME FROM BUSINESS cmed on «> New York Sutc exceeded JIO.OOO or tl NET INCOME 
$5,000 (or M prorata part tfaereof lor a period less (ban twelve months) make additional report on Form 202 ai 
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Form 203-^Pade 3 of Retuni 
SCHEDULE A 

tneom* (or loss) from butmesi or profession oamad on wholly or partly withio the Stat* of Now York 
. (Item 21 of return) Farming may be detailed on Form 207 


If the business is earned on both within and without the State (as deiiiicd in the regulations) report the toul income from the business^ 

and exhibit apportionment m Schedule ^ 

1 (a) Kind of business , (b) Business address . , ♦ 

2 State if a cash or accrual basis is used v 

3 If inventories are used state if (a) at cost or (b) at cost or market, whichever Is lower , . 

Taxpaierx moj luOmU slattmeHlt attathed fccrew in llif /omi in tukicJi thtir backi art kept, otvifO no lest detoU* than called ftf hiretn and enter the teel tneama 

(or tost) betook 

TRADING OR OPERATING INCOME (OR LOSS) 

4 Total Sales and Income taoM Business oh Phokessional Services $ — 

COST OF GOODS SOLO OTHER BUSINESS DEDUCTIONS | 

U Amount withdraun by taxpayer} 
or paid to wife or minor chil j 
dren (rc/iort at Item 19 p 


5 Labor 

6 Materials and supplies 

7 Merchandise purchased 
6 Other costs 

9 Plus inventory at beginning of 
year 

10 Total 

11 Less inventory at end of year 










f . ... . 








IJa. Salaries and wages not reported 
under Cost of Goods Sold’ — 

14 Rent for business property 

15 Interest on business indebtedness 

to others 

Id. Taxes on business and business 
property {Attach Schedule) — 

17 Depreciation and depiction 

(ceplatn ut icA C belcw } 

18 Losses, other than capital losses 

not compensated by insurance 
(erplam in Sch Z, page Z) 

19 Bad debts 

(explatn in SrA 2 page 2^ — — 

20 Repairs and other expenses 

(itemise in Sch Z page 2} .. ■■ 

21 Total Other Business Deduc- 

tions k t-. 


22 Cost of Goons Sold Plus Total Other Business Deductions (Item 12 plus Item 21) 

23 Net Trading or Operating Income (or Loss) from Business or Profession (Item 4 minus Item 22) 


25 Dividends from stocks earned as business assets ■ 

26 ■] Gam (or loss) from sale or exchange of stocks bonds or other intangible property, not dealt in as a business, but 

) earned as business assets Reiiort in Schedule F, page 4 Sec Item 23 page 2, for reporting sale or exchange of vvvvv vv- 

27 J non capital assets a Jt X X X. X DC 

29 T 


fi . rr -n 11 r« r m 

r ' r«» A Cl V I fill ter 


30 Total Net Income (or Loss) from Business or Profession 


sail UL II IS 

Income from rents from property situated witbm the State of New York — (See Instruction 22) 


KIND OF PROPERTY AND LOCATION 


GROSS 

amount of 

RENTS 


(C) 

DFPRECrATION 
A NO OEPLFTtON 
(cxplatn m 
ScMuU C) 


(f) 

OTHER 
EXPENSES 
( explain tft 
Schedule 2> 


(ff) 

NET AMOUNT OF 
RENTS 

(enter at Item 


SCHEDULE C 

Explanation of deduction for depreciation and depiction claimed in Schedule* A and B 
properly was acquired after January 1, 1919, base depreciation on cost thereof If acquired prior to January I, 1919, base depred' 
the January 1 1919 value 




KIND OF PROPRRtV 

(Prittetpa/ tnpfertal of which consIrueieiT) 
AND LOCATION 


4 S 

value On 

COST Jan 1, 1919 

(tf acoutftd 
pftor thfrfto) 

(exclude value of land) 


DEPRCCtATtOK AND DMLCTION 

~i 7. i ~ 


J AMOUNT IN } AMOTfNT FOE 
*A1I PRIOR VRAM I THIS VBA* 
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5 (concluded). State Nonresident Tax Return 


Form 203— Pa^o 4 ol Ratora. 

SCHEDULE D 

defined m the regutationt) both wtthm and without the State of New YotV, give list of aU pUees, BOTH , 
WITHIN AND WITHOUT the State, where you carry on buianesa ) 


Linel 



SCHEDULE E 

Allocation of factort used ui apportionment of income, in Hceordance with method prescribed in Article 457 of the New York State 
Income Tax Regulations 

To he suhtnitlAf! only by nonrestdents carrying ott husjnest (as df fined tn the regulaltons) ho/A zvtthm and wttfiaul the State of New York 


3 Ntw York State 
Amounts 


1 Discmfiiok op Use, as F>c.o.s ^ Jg,,,. Sm.) ^ 

* 1 (1) VaI-UE of the seal and tangible rERSONAL PROPERTY XXX XXX XX XXX XXX XXX XX 

OF THE BUSINESS 

2 (a) At the beginning of the period cotencd by the 

«tufn , $: $ 

3 <b) At the end of the period covered by the return - , -~;~™ ==; =: 

4 Total OF LIKES 2 .^ND 3 $ , _ $. 

5 Average— { half of amountsi on line 4] $ y 

6 (2) Wages, salaries and other personal service com 

pensation paid during the year i ... 

7 (3) Gross sales op merchandise, or charges for services, 

during the year , . . _ 

8 (4) Total of percentages in column 4 , 

9 (5) Average of percentages (Divide total percentages (Item 4) by 3) 

Apply Average percentage (Item 5) to Item 10 Schedule A and enter at Item 21 page 2 of return 


RETURN OF NET CAPITAL GAIN SUBJECT TO NET CAPITAL GAIN TAX 
SCHEDULE F 

GAINS AND LOSSES FROM SALES OR EXCHANGES OF LANDS BUILDINGS AND TANGIBLE PERSONAL PROPERTY 
SITUATED WITHIN NEW YORK STATE. 

(Sea Inttruetion — Schedule P ) 

Include nU propcrt>^ k&vtnr * lUui within fhe mte told or cxchanK^d oxcRpt stock in tnde, or property includible m loveotorr or property held primkrUy 
for wle to euitomcni In the ordipiiry course of trade or bnsmeas or land or depreciable property used lit buidncM 




1 If you were a member of a partnership, include here your distributi 
loss) of partnership as reported in partnership return 


3 Net capital gain (excess of column 7 over column 8) Enter at Item 31 below 


CALCULATION OF NET CAPITAL GAIN TAX 


31 Net capital gam (Item 3— Schedule 
F) above . , < $. 

31a Less capiul deductions (submit details) ^ 


32, Balance of personal eX-Z/ffw 

emption not deducted jnl ^ / j 
33 Amount subject to Net Capital Cam 
Tax .... ^ 1 


TAts Sface for Office Use Oidy 



33a Tax at 1% (First $1,000 of Item 33) 

33b Tax at l>d% (2nd and 3rd $1,000 of 
Item 33) 

33a Tax at 2% (4th and Sth $1,000 of 
Item 33) 

33d Tax at 2jd% (6th and 7th $1,000 pf 
Item 33) , . 

33a Tax at 3^ (8th and 9th $1,000 of 
Item 33) 

33f Tax at 3)4% (All over $9,000 of Item 

34. Net Capital Gam Tax (Total of Items 
33a to 33 f incl ) Enter Item 34 on 
pase I« Item 16 . . ,, 





Appendix D— State Death Tax Return 

(Pletat execute In duplicate.) 

State of Connecticut 

Probate District of .. .. — 

SUCCESSION TAX RETURN 
Wcibieof . 



a lesident of 


M* «M<c should be left Wank but wbere neeesjsry “none'* of "none daimed should^ Jnjertcd If am schedule IHowffioendy Urge* 
ln«rt «S1h^ M«l cifcow to Co^is.ocer «d file the other with the Court of Probate w.thio twelve »oatJu .fTc» 

dccedenl t death. . . ... — — ... ■■■ — 


ITEMS COMPRISING GROSS TAXABLE ESTATE 


Final apptajjcd value of *e inveatoiy filed in the Connecticut Probate Court i 

Sthedule B ^ ^ ^ • 

L«t here ' 

1 After diacovered ptopetty not included on invcntot> 

2 Property owned by decedent jointly with atiotber or others and not included on Invcotocji, 

5 Property transferred by ^ft in contemplation of death. 

4 Property transferred £ift intended to take effect m possession or enjoyment at or after death. 

5 Please answer the two following questions Yes or No 

(A) Did decedent within one year prior to death give property to any person related by blood 
or marriage? « 

(B) Did decedent at any time prior to death create any trusts, other than ioaunaot 

- mists’ — 


DasewenoN or PaopHaiY 

Valui 




Schedule C 

The following ooKa, credits and other choses in action (not imeludtng stocks or bonds) were 
^ sold Of otherwise reduced to possession at a gain over inventory value, as follows (Do not include 
income accruing after death.) 


DascximoM or 

iNvamocy 

Amount , 

Gatm 

Paorjarif 

VM.UI 

RBAtlZKK 
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Grofi Taxablo 
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DEDUCTIONS 

^ a>Jowe4 In the iscerUinment of the net Uxiihte wttte lor any tcht^uk left cnexccvted For ■co-rmida* 


Schedule D Claims allowed are as follows 

(mwe taxes are listed please sutc as of whJdh assessment date.) 
o/</werfg«f wtre teatrtd by eollainat, pltast tut tuehjcolUivtl 


CaAmAifT 

SyajKT or 

CUOM 

Amount 



Total. 


Schedule £ 

Puneral expenses arc as follows 


To Whom Pa» j 

Ik CoHsmatATioK 
or 

Avouire 

1 


ToUl, 


Schedule F 

Execute Admmlstrat „ - «. — -fee, , $ 


Schedule Q 

The allowance decreed by court of probate for the lupport of 

per month for — months, s ^ 
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Sdedol* H 

Unpud tnotigdgeft on property owned by decedent death, not deducted m mv«Or 
torjr, are as follows 



Schedule 1 




The following notes cred ts a>i 

1 ether choces in action (not tneludmg stools or 

bonds) were sold at a loss from inventory value as follows 


DESOumoN 

iNVFwroav 

Aaiount 

1 Lom 

or PstopEETr 

Value 

Realized 


1 

1 



Schedule J Deductible Administration Expenses Please consult statute as to d<»ductibility 
Incidental expenses totalling $100 or less may be summarized in one item 
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Siibteribed and rworn to before me thi* 




- 193 _ 


Notary Pablit 
Judge. 



Schedule K 

Bequests, legacies, devises, grants and distributive shares pass as follows 

(Please list beneficiaries in the following order, (1) lineals, (2) collaterals, (3) strangeri.) 


BENEFiaAaiKS 0* Oistributiu 


Relatiomshit 
TO Dscxdekt 


Natum or 
Estatx* 


Vaiot Of 
Shau 


*Indlc«te in this column tidiether In fee, for life, for term of years, or m remainder 

If any beneficiary it an annuitant, of a tenant for life or years, his or her age should be listed after the name 
Associations and corporations, claiming exemption from this tax should file with this return affidavits establishing their right I* 
excmptioa 


(To be executed in all estates) , 

The above and foregoing schedules are a true and complete statement of the final appraised iryentory value of the estate passittc 
will or inheritance under the Jaws of the state, or by any deed, grant, gift or other conveyance taxable under the provision of the 
Connecticut mhentance and succession tax statutes and of all subsequently discovered property, gams, losses and deductions prescribed 
and allowed by statute and necessary for the proper determination of succewion tax due the Sute of Connec icut, and of the nimei 
•nd relationships to the dei^ent of each beneficiary, donee, nantee, heir or diatributee ani the value of the estate pasting to each tiidi 
beneficiary, to the best of the knowledge and belief of &e subscriber. 


Name and address* of attorney or representative 
to whom computation and correspond euce 
ihould be mailed 


Execut 

Adminiitrat 
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rti'iK ( IT 

state of Connecticut 

CCttJNECnCUT ESTATE TAX RETURN 

(>eced«nt*s Nam« — ^ — Date of Death 

Eeddence at time of death .... ^ ^ 

1 This return la required for the estate of every resident of Connecticut, who died on or after 
May 1930, and whose gross estate at the date of death exceeded $100,000 00 

This return Is due eighteen months after the death of the decedent It should be filed with the 
State Tax Commissioner, Slate Capitol, Hartford, Connecticut 

8. The following Schedules are based upon the Schedules formed In the FcdcrtU Estate Tax Return, 
the totals whereof need merely he mserted here. 


GRon Ejtati 
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K-2 Charitable, ptibllc. and similar ^ts and bequests -- 

Specific exemption 1926 Federal Estate Tax ... ..... 

100,000 

~oo 





1 






Net Estate For Tax 1926 Federal Estate Tax 

__ 







^ AOCSl AlHOUni X/CuOToJI XwI&IG Aai iUiAU Avl 

*: fit whii^h ic 



C. Total Amount of deafii taxes paid or payable to this or any other state, 

7. Connecticut Estate Tax Due (Item 5 less Item 6) — 



1 

— 


JURAT 

We (1) _ . ^ ^ ♦* Adoiimstrator — 'Executor — Custodian — ^TVansfeiiee— 

Trustee— do hereby soJemnly swear (affirm) that hereon is listed all of the properly, tangible or 
-intangible formmg the Gross Estate of the decedent ao far as it has come mto knowledge 

end infonnation that to the best of knowledge, infarmation and belief, the value shown 

lor the property listed hereon is the same as listed and shown in the Federal Estate Tax Return, as 
txe also the debts, expenses and other deductions from the Gross Estate. 

•Kame - ~ ^ - - Address 

JJame ~ Address ^ 

jName » Address ~ ‘ this 

Bubscribed and Sworn to before me^ ^ — 


Notary-Public. 


and Address of Attorney - - 

Note Most states and the federal government do not use special forms for the reporting of 
estate or inheritance tax payments, but accept the statement of the estate prepared by the ex- 
ecutor or administrator for the probate court 



Appendix E— Business Tax Forms 

1. Federal Corporation Income and Declared Value Excess- 
Profits Tax Return 



rorm tfzo 
Trcliunr Ptpirtment 
Inlorntl lUnnuo Serrice 


UNITED STATES tgtTX 

CORPORATION INCOME, DECLARED VALUE EXCESS-PROFITS, AND mm 1940 
TAX RETURN 

For Calendar Year 1940 F 

or6scalyc8rkBinmpg ,1940, ariendeJ ,1941 — 

'T^UNT nJUMLt CORTOBATIOM 3 AJNO WPSUCSS “ ' , 

' X« Y» Z , Corpo ration Dutnet , 

^ — I- — <.ir...r (CuUtrtlUBrl ' ' 


_ H&nufaotur<i y _ of houBehol d SO.0^8 


ip teiU} mattt liutrwbwi IS) 

NORMAI-TAX NET INCOME COMPUTATION 


1 Grow fialfli (whoM InnsotfiriM ar« . Rotunuiand 

M incQUOe-^etonninuiK iBBUir} Sijl2P aUrmitnr»ii . . 

3 , Less CcMt of eoocU aold (Froia Scthcdule 

3 OroM profit from jmles „ — 

4. OroM reoelpls (wbere lav«ntorie« tw oot An tDODine-detenidiiiD|[ fMtor)^ $ 

A Xi«sB Co,t of operatloDf. (t>om Sohedifio n).- ^ ^ | ^ 

fi Grou profit vtrbuQ iovontoriu are not an iscome-determlnlog footer..— .. .. — 

7 Interest on loans, notes mortgoBes bonds bank deposits eto (Sec Instruetlon I7-(l]) — . — .»» 
B. Interest on obJigsUon* of tbo Unltod Stales. (Front Bcitedulo M lino 1& (o) (4) ) (8 m Instruetion 

j7-(a)) 

9 Rents (See IsstnicUon IS)—.—.,, — 

10 Royalties (See Inslruelion 19)— 

11 (o) M ^ ~ - s f /T- - o «. J .. nt _ 


12 Dividends. (From Sobodule £} - — 

13 Otber laoome. (State nature)—.. — — 

14 Total inoome in items 3, and 6 to 13, inctusiva 

^ DEDUCTIONS 

13 CoEnpeosation of officers. (From Schedule F) - 

Ifi Salaries and wages (not doduoted alsewhare} — — 

18 Repairs, (See Inatnielion 23) —— . — —, 

19 Bad debts. (Ftom Schedule G)..— — — — 

39 Interest. (See Instruction 94) — . — 

31 Taxes, (FVom Schedule H ) (Report deslered value exocss-profils tas as Uem 31) — — — 

22 Oontribullons or gifts paid (Prom Schedule I), — -...w - ~ - - ~ ~ 

23 Losses by fire, storm, shipwreck, or other casualty, or theft. (Submit soheclule, see InstruoUon 27) 

34 DeprociaUoa (From Schedule J) — — — — t— ~ — 

35 Depletion of mines, on and gaa welts, timber, etc. (Submit achedblc see IsatrucUon 29) — 
25 Net opcratiofi loss deduction (Submit statement, see Instruction SO)——*,—— . .. — 

37 Amortisation. (Submit sehedule, see lutructlon 3l) — ..»w— ^ 

38 Other deductions authorized by law (From Schedule R)— .. 

39 Total deductions in lt«n* 19 to 28, Inciualvc.,— — — 

30 Met Income for declared value excess profits tax oomputalton (item 14 minus Item 29)....— 

31 Less Deolnred value extem-profits tax. (See InilruoUoo 33)— 

35 I-'M Tp<PTr«t on "ffp f'ons of ♦! n TInhed Statiw H'enj 9 atwwel _ 

34 Adjtrr 


$- 1 .. 455 , 04 ? 

05 

V 65 ..a 59 

50 

a. 

15. 


ZD 

3,900 

00 

. 5^446 

00 

1 i 

1 1 

00 

I 17 „S 26 

00 

„ „ - - 1 

t- . go^QQO 

QO 


OQ 

“-- 13 * 6^6 

OQ 

1 ^* 01 ^ 

4 P 

10,039 

95 

. 22 s?P 4 

gp 

600 

00 

? 5 a 0 O 6 

00 

66^048 

00 

'•■'JO .884 


6,060 

00 

126 ,OW 

,69 


1,626 

5,900 


TOTAL INCOME, DECLARED VALUE EXCESS-PROFITS, AND DEFENSE TA XES 

37 Totol Income and income defenie taxo* (lino 36 page 2) — I*- 

33 Leas Credit for income Uios paid to a foreign eountry or United Slates poseesslon allowed a 
domestic corporation (See Instruction 37)— „ — — — — I 

39 Balance of Income and Income defensa taxes...., .. .. 

40 Total declared value excess-profits and dMlarod value excess-profits defense taxce (line 10, page 2)— 

41 Tota^ Income declared value excess profits, and defense taxes due ,v 


ApnoAVIT (See Instruction S) 


^.sgg.g .Q7 

$ 55 ..D 0 B 42 


Subsetibed smd sworn to befote me tbW - %f day of tlSQUapjC— 1941. 

A MiifL pS 




/'lelsouenstoaciTsOralpmilBiMiti) ttnis) VwmhmmmI yfptstuia Aulitsot TTiWTO>W|^yr cem AttousUsi OIBwfl 


AFFIDAVIT <Sm Instruetlon 3) 

1/we swear (or affirm) that l^vs prepared )hts return for the porson named herein and that U14 return (Ineludinc any acoompaaylagiQhedutu and 
statements) It a true, correct, and ootnmete stalement of all the information respecting the tax liability of the peiaoa for whom this return has bscn prenared 
of ahlch I/we have any knowledge , 

Subscribed and sworn to before mo this day of- ,1941, .. , 

- t8(t»st«rs « twian «Mt wtM« 





[Ulors St pmea pnawlcs U>s istuis) 


N9TI 
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1 (continued). Federal Corporation Income and Declared 
Value Excess-Profits Tax Return 

~ ~ ~ ~ 

PECLARED VALUE EXCESS-PROFITS AND DeCLAHED VALUE EXCESS.PROFtTS PEftNSE TAX COMPUTATION (8» 34> 

1 Nat tneome for deolired value exeesfl ptoSta tax computation (Itoffl 30, pii*9 1) "llZZXifialfiS -5fi 

2 Value of capital aioolt aa declared in your capital itook tax return 

for the year ended Juno 30, 1040 (or for year onded June 30. 

1041, If your iocomo tax fiecat year beean In 1040 and ended i Ann nnn 

on 0^ aftir July 31, IMl) ^ lltiggigSgugg. 


0 Amount taxable at 6 percent (6 percent of Uno 2 but not more than line 6) and tax 1 

7 Balance taxable at 12 peroent (line 5 mlnuB line S oolumn 1 ) , and tai — ^ — — | $ 

8. 1>otal declared value exceaa proBta tax (total of Una 0, column 3, and Une 7, column 3)^ 
0 Declared value exoew'proSta defense tax (10 percent of lino 8) 


“XifTTr 
147 n 

J17 


11 Normal ta.x net Income (Item 30 page 1) — S 

12 Portion of line 11 (not In excess of $5 000) and tax at 13 fi percent.,____„ 3-.. 

13 Portion of line 11 (la excess of $6,000 and not in excess ol $20,000, and tax at 15 perconL * 

14 Portion of line 11 (In eiceea of 530,000), and tax at 17 percent ... 1 - 

15 Total Income tax (total tax In column 3 of lines 12 13 and 14) 

1 ft. Income defensa tax (10 percent of lino 15) — — - - ■ — 

COarOSATIONS with NO ttMAUTU NET JJCOMM o7” 40118 T(«HttV»0 ANU UESS THAtT tS»,JC^ (tn luucthi H-(oj 

17 Normal tax net laeomo (Item 36, page 1) $ - , ■ 

18 Portion of lino 17 in the amount of $35,000, end tax- * 21 

19 Portion of line 17 (In excess of $2S 000) , and tax at 35 percent 

20 Total Income tax (total tax In oolumn 8 of llnea 18 and 19). . — . — — 

31 Income dofenae tax 

(o) If Une 17 la less than $31 904 30 ($377 60 plus 8 3 percent of Una 19, column 1) — 

(t) If Une 171a $3 1,964 30 or more (1 9 perceat of line 17) _ — - 

coaroaxTioM with Nonauum net iKCOMa of w,mui oi moxe. (**• tawdiM jki)) 

22 Normal tax net Income (Item 88, page I) ■ — — 

23 Income tax (324 perceat of Une 22) - — — 

24 Income defense tax (I 9 percent of line 22) — — — — — — — — — 

” ■ ~ ■ CTECUL CUiSEJ OF COafOllATIONS NOT SUWECT TO OWDUAm INCOMtt TAX UTO. (Sm IaiinicllM»l 

(I) FomjoS Cow-OBATJosa ErrOAOXD in DosimMa Wirmn Ukitxo SrAisa. (Bee lostf uetlon 36-{2)) 

25 Normal tax net Ineome (item 30 page I)-.- — [$ — 

20, Income tax (33.1 percent of line 26)... — — — ^ — - — - — — 

27 Ineome defense tax (1 9 peroent of Uno 25),, — - " * " 

(II) MbToAb iMVWTueuT CoufAMina. (See InslrucUon 35-C4)) 

28 Adjusted net income (not including net operating loss doduolioo) (Item 8^, page 1, 

plus item 20. P^go 1) 

29 Dees Baslo surtax credit. (Submit aebedule)._.,..,. ass— — 

20. Balance aubjeot to Income tax....... — * — ~ 

21 Income tax (33 1 pewent of line 80) — — — 

22 Ineome defense tot (1 9 percent of line 30) — 

33 Total Ineomq tax (11 m 16, 20, 23, 2^ or 81 , above, whichever Is appUoable) — 

84 Total Ineome defease tax Clip? 16, 91(o). 34, 37, or 83, above, irhlchever la applicable) 

SG Total tneome and Income defense taxes-... — — — • ■ 

Soleriee and wag«s-__ 

Uatsrlal or merohandiae Jmught for manufacture j _ Other oosU (to be detailed) 

* AAV VA9 1 xT L_ --- ■i iijjii - J i-- 


$377i5 00 

38% • - 


:|221% $„ gOgZ^P 


.... 50 , 140 . 50 - 
JSafiW —55 
r^Oas 55. 


Schedule B ;-COST OF OPEBATIONS 


Baltrlecwid wages.,. — .....—. — ■ — — - 

Other oosls per bocta. (Attach itemised aohedulo)- ^ 

Total-. — • 

Less Inventory at end of year_AU.flIl-ll-.sa, 
Cost af goode eOld (enter as Item 2, page 1)— $■ 


-iSlaJil?!- 
-aflgoiai J«L. 
47aiaQ 01 

...asMia -fis- 

_ 179 a 8 g 2 6 a 
. laaoUfl SD„ 


Total (enter as Item B, pagS 1)— 


SchaduU C--CAPrrAL GAINS AND LOSSES 


lexpuiwofeihiurt 
Cat A< inprsniBMito 

iasriw-vigii 


* srsiiwsiiSi^teS** 7 


ICi) JU_ClQEiia._itaflli: — ‘ JLQrl^-SR T $ ' 8 aaD 3 JL|JJ? | i—w--— j_- - | — { 

jwi p»| j_- - 1 - 

TT^netiWle-i^ wp'ul g~rnjr' (E= «r as •tar,''! ,o' psge 1 omc.rt of gsh No re lees allcw ah e^ Lo^ Jj *>^ . 00 

— capi-al cj»N 5 ASD.i xwgM^Aia rra hmj> , fox mo re iitAW » Muim g 

-.Ssf u- SSifcrtirbr^r 

Total rot long tom cxp'tal 8*in (e l9«s' t ^ ** — I" —S:ZZ1 ^ — : — ■ — ^ rr:— 

i— .. srvr.usKrL« PWfiPWRTY OTHER THAN CAPITAL ASSETS (gas Irstnittlon W) . 


-.Ssf u- SSifcrtirbr^r 

Total rot long tom cxp'tal 8*in (e l9«s' t ^ ** — I" —S:ZZ1 ^ — : — ■ — ^ rr: — 

- n J^AINS AND LOSSE3_F ROM -a. EXCHANClg DF PROPERTY eyTNERbTHAN CAPITAL ASSCTg ._.(g eiJrsmj»«.0!ija- 

aiTOxstajSw^ ausrbeple'hjBB 

xi,.AA.a^ 

— . . . i” LaU. _ $ SOs.JiS'^HT 

ToUIne*^ gx'a (w nee' (Ent« u tern 11 (r r sff 1 — ~ ~ - - — = — — — — ^ 

- ~ SuppIamanUl Infnrnullon rviulrnd for Sshwtulsi C wd D Plirchm«« 

FtaSswlthreepec* toeoch Ite- o' proMrtvK^r^hi^ ej^cs C sad ^U)be^P'cp€T^WM^rv^ vai« ’cTyour onttUcdJng ale If (5) where 

(2) whrtte at Unit of sa e o ?twifa-d M percent In volui^f you- eapJUJ itoelr was owned di-e. 'y or 

r; c’ whe«“- "r txe'eVwis a c.rporaUonfVholhir mose than 50 In ealue of its cap.ial atock i.Ai A«a 


dJeclly oe Icdneelly by yr J _ 


here”-i.r baser Vis a c-rporaUen, wholhiP bos* tl 
Ifiu lUte roiwi and adimM of jeueliaa* 
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APPENDIX E— BUSINESS TAX FORMS 


1 (continued). Federal Corporation Income and Declared 
Value Excess-Profits Tax Return 


L KtBMksd Adinuef Fiiist Oflipa^NOO 

— 3L,JlQr^oratjUm,.- 

-S f ice g 


Scha^ul# E^-mcOMK FROM DtVtPeNPS 

I a. D*roi»tte' 


tUdufSirftetuaKU 

Zm^AODToaT 


Totah w| «. 2^ 

Total of tolumaa 2, 3, and j QEntw a« Item 12 paqa 1) ... 

rcwlwil {r<Bi Mr^mUou Odtolud Uodir (k«Oklu Trt(S« A«t, ltiai,uil(ic)rp«M)oDa<iitltt«cl utbalMiudtsofni 
Schodula F —COMPENSATION OF OFRCERS 



a OtkwCsrpersItis* 

1! 








4 JUIQC 

'M 


Jf?l.t®Il,CEjpao,_93.7;3_N ^S^ata^St,, Chl pap o^I31» ProBldent 

_Sflfir*i»ry_. 

"do-> TreaBurer 


5^ oa 

= OQ 

.-Jv® = 2.ia.Qfi«3 CP 


Total cotapcMatlon of omcew (Enter na Uctn 15 page 1) — - |$ BDjDCH^j'OO' 

Kom — Sebedulo F-1 (IH DUPLICATE) ala o muat ba filed with thta returu If compaMatloa In eicoas of S75 000 waa paid to nny oflioor or emp loyee. 
Schodule C —BAD DEBTS (5«» Inatnjctton «) (So* nou t) 



LTu^WYmi 

1W6- 


1937- 


1038 

(See note 2) 

1030 

(See note 2) l^aa 

1940 

(Sea note 2) 


__aa5ap 00 ». 29Cj,0Qdcc i_ 

00 JCOaOCd CO 

.-_7ea^4.fio _„ijoefi,c9(jrj?o _ 

„4Za291 12 „ JLl?C.,0i>g JQC 

„3A6xQaZ 29 l4396j80d 00 


S a*D0O 00 $ tafiSH 4T 

Qfi fi*054fi6 

9*644 00 

UalfiiOC 9*274 BO 

„ 12*m 4P 14*67499 


L Cheek whether deduotlon claimed Kprewnta wortbloea debts ehargod off or ie an addition to a rosem B 
2 Not (Deluding eeeurttlea whleh are eeplto) assets asoerlalned to ba worthless and oharged off frithla tiu tax 
bln the year eovered by this return should be rtporlcd iu Schedule C. 

Schedule H —TAXES. (See InstrueHon K) || Sohedule I — CONTRIBlrTtONS OI 


Schedule I— CONTRIBimONS OR GIFTS PAID (See InemicUon 28) 


Nston 

Aawoat 

Kuna lad Addrec, oT OiTuUuUea 

1 Aaouat 

J<u 2 l..fta.ta.tft* jsSL Shlcajta 

Qaucloym't-ljafir* ftlA'Ace IsnpfJJ; 

s 6S. 

17.960 00 

Araerloen Red Cross. 

Chlosro. Ill, 

$ 

flOO 

5fiL 

IfKliTRl-isiiiiltaia, fttftfik Jm* 

2.166 00 





2?§ Ofi 




Interest nod taalotenanoe ah&rees. 





•peolel esBessnent taiices 

1 l 80 6ol 






fiaOfiS §§- 



— — 

ijiie. licensee 

L. 500 00 


1 ■ 




Tots) OBnter as Item 21 page I)_ 




-8uildi»«u_bciLiifc 



-l-ar5I. 

IfeAfcMirjt 


^^dibUaaialat 

-4rl=4P„ 

JUfla4^-fl_:^|lxtures 

1.1=1=55 . 
1 1»1^37 . 

Pstsmts 



ToUL (Enter as Item 24 

page 1) 


... I t 2V 1) 5 pore«mt limitation) (See Instruction 26) | F 0QO| QQ, 

Schedule J —DEPRECIATION (See Instruction 23) 

‘■SsS* ^ ^ wssjffi* 

swe wVsM 

— fm r 

’-I®® — *®^*-*^^ ^ fc74*64C C9 2PVfe j^JUsed QQ 

491*409 QO _ Hone __ ^ .*§4*256 QP 47„ Op 

aSSaPOO 00 __JIose 6Qj^40Q QO^ 2Ql.»gQ<5 50 _1Q 

_£X*fiQQ QQ _ iLojw lone. Ji*eQP SO ._JR_ Z gsi sd 00 

^UfiQQ QQ i*52P_Qp^ JL7*660 S0„_19_ 

144*000 SlQ nsina _56*QQp jos^oog oo jj i^,pn d qo 


Schedule K -OTHER DEDUCTIONS (See In.trucUon 32) 


1 Data or InoDipoMtion .. 

2 H a** — f- -t-v 


QUESTIONS 


Wtod at9X75„}U.JLi»ts J5MAasii-~ 

fi Number of places of bustncaa ... P p . ^ , „ 

OI taamUM for national defense thiougb Government contraoia or 
Bubooxitracter „.&t* , 

7 I* the oorporstion a personal holding company Trithln tho of 

BeoUon SOI of tho Inicoal Ilovonue Code? ZjfPl., (If ao, an addi 
Uwal return on Form 1 120 H must be filed ) 

V fi this a eoaaoUdsted return of railroad corporatiowf or Pan American 
trade onmtinmotr' i JPo* fti ^ » \ i » 


I separata sehadula show 

I pe^ntMO of stock owned, (8) data 

I stock was aMulrod and (4) tW oolleoto?5 olBoa In which the Income 
t« rotons of such corporation IndlvUJu j, parlaariWp, trust, Or asso* 
oiaUoo for the last tax^lo year was fllBd.J 
10 Is this lotura made on the basis of eash noelpta and dlaburaemstitsr 
— KOa-.- If not, desoribe fully what other bi^ Ot method was uaed 
j In eompuUnf net Inwma , Anisruffi 

f J ‘ho invontoriM at the bsghwTnT^e^drrtbo 

year wo« valued at qosV, or coot or market, whicbover U l«w« 

If othAf baa{i U \J46di dueribft 
fully, state why u»d, and the date Invontoiy Was last roeonoUod with 
■toele — ....... 


12. Did tho (corporation make a return of Information on Form* 

low for tho eaJandar yoar IJMO (see rnstnicUon 8-(I))) ,—„-T?n4 . r ,.,,. 
18. Did the corporation at any tlmo during the tasablo year own dlroctly or 
Indlpootly any slock of * foreign oorporatioof (Answer 'fm* « 

MmlferiS)? •• required by 



APPENDIX E— BUSINESS TAX FORMS 8 

1 (concluded). Federal Corporation Income and Declared 
Value Excess-Profits Tax Return 


.So1t«dulo L.-BAtANCE StfECTS. ($*0 Initructlon 13) 


Leei Soserre for bod dab ta- . 
I. Invintories fltamlaa) 


I, loreattnontf (povemmant obllgotlona) 

Co) fltota Terrlton', or politliua aubdlvlaloo theracf, or th« 
Dlstrlot of Columbia, or Unlud State# poaaeiidowu—... 


InitrumentaliUej of tbo United States. 
u Otbsr inwatmeots , 


J§S54«_. 


BuiWinga 


BKlaatatof T»ju»bla Yew 




_148^600 


Z^jOOO 


725,400 


Co) Depreciable assets {Itamlie) JMaanlnnry iL.Eil3iilplgbJ i_JEL75,.W10 
PB*Ttl^«4flL2daicftt - ^ 

Total depreciable ...a ___ _ 

teia Reserve ' ' - . » _ 

(JS) ii a p l e t e bk w uLto -Jlale S9 fR-i.'-'na 

Less Basarvaforat!pS«»ff_MaPJd&ljiBj^ 

) lead. 


% iS^96 

139.858 ] 


182.36 41 


!ul cf TuAbta Yctr 


13# Ug 


JQaOOP 


600,400 

S_J252,0£1D 


__119:.04|tL2e. 


162.600 


t outer assets rti.'" •' ?JR*r'i);P '$ 1''* 

- . niie'-n . 

fiL Toras-A ft-. »**--— l»_f - 7 

LUmUlILB 

Aacosmts pajaWa. 


L Bonds, notes, and mortgages paysbla 

(a) Wtb original maturity of less than 1 yaaa__-. 

(() With original smturiti^ of 1 70 of or mnw> .. ,, , , 

L Aoeruad eapeaaei (itemUc) , 

_SBlBrifltt._inigfttL._ltit9rejat .-.tMca t, .Bta. 1 

L Otber DabBitlea fitamke') — __ 

Federa l imo aeMa o larad Talue exoAsa-prof r 


Surplus reserves Ctemixe)^J2AMSfLJll(ll]l)ft.. 

Jlcnttiigftittiii 

Capital stodu < 

Brefaned atook. 


Cl) Common atook. 


tS. Paid in or capital aurplua. 


Earned surplus and undividad pi 
17 Total IjAanjnaa.... 






7QQ#o<?9. 


'|_-iMsOQg|C)o.[ 


‘ glopolpol l7i,Qpp| 

Ljifiaafico 


t—JSiLTsiGOl 

80.032 


I asSQfl 

1. 100,000 ] 


254,796 


^ Qc^r\nr\}r\r\ 

— el:*: . 


iSI 




« 136. 676 

31, 

t ?*■__ 




g75sQ09 


275.000 

00 

g 




100,940 



00 

...JLOOxWQ 

Op 

$ 

36,006 

L„ 

42 

36.008 

^1. 

t 3,5D0 

- S,5BD 

1^ 

oo" 

12.180 

[op 

* 

635aOQO 

82S.OOO 

bi 


1 


r 



„ 294a?34 
Aa67iaQS3 



-RECONCILIATION OP NET INCOME AND ANALYSIS OF EARNED SURPLUS AND UNDlVIPED PROFfTS 


. Total distributions to stoekbolders ehatgad to 
oamed surplus during the taxable year 
Cash. 


) Stoelc of the a 
(e) Other property. 


.JQrOQO 


25.000 


’I _ 


irehorv 


L Exeess of short-term capital loues o' 

term capital gains 

' AddlUopa to surplus roserres gist separately) 

(0) RaaTre for P Maalom 

^ ft) 1 . 

I. Otber unallowable deduotlonii (laxkd k ’blngs,) 
(a) JapCPTgwnfeJ Jh-jItgrAti 

l4..E .WCjt 

I. AdJuW 
(a)- 


t. Sundry debits to earned suiplua Ctemlse) 
(0) - 
ft) - 


Total of 1 DW 1 to II 


IJUL-I 


IS Earned euiplus and undivided profits at close 

of preooding taxable year <801104010 L) - 

IL Adlusted net Incomo (Item S4, page 1) — 

15 Hontaxsble and partially exempt inooma 
fa) Interest on. _ _ 

bilgaltons of a Stats, Teirttory, or 


bonds owned In the prinolpal amount of o 


* ?fiia2S5 


59-. 




2 


1 ) Other oontaxable Income (itomUe) 


( 1 ) . 

( 8 ) - 

15. Chargm against surplus reeerves Qtamise) 

(a) 

ft) 

-n I7t Adjustments not recorded on books (Itomlxo) 

(e) Aas — 


IS. Sundry eredits to earned surplus (itemise): 

(0) 

ft) . 


To o' f f li rl t1 to TS _ 


> , irS.FQfe 


LXCL!>5- PROFITS TtX (Second Re.ciue Act of 1S40) (See Iritri.-tlDni fer Form lUl) 
Is SO exeeu proflla Lix re rn on Fo o 1 31 be ng fi' d for L 0 -aiah e n»Hr ' c-ovrod b» til. «' irn? — 

AeTtr-'ra-miAnnil' betij ngffaL .wl'da^i eicem p Sw tax « 


. r — - ■ Id nd ca e Lelsw tha "ar-- prd a I-* eis of tbo R. po -Uon wh'flh filed 

ihc' ra. Jaiod'ai'cose jwLfiui’uix re u.n fo tho on i-e a 'I ated g-r o and ijc inl.. = J -oraojs d s ict in wL Ji tho aor« di.t»d reiura a IheJ 


I If SMnKrJsl inr oi’ccrpa a “ca sign fisa hiTiw a do-i * i ^ ie iu J*. 01 er e« p-Oa ppx i sL^l Le ere-np f-fl- ij ' 
of bu,-'i>Uia. 9 Ct S C iffJir 1 •.taU apply to j.a iha.on.1 Isr* In etc- cor jcrau-r w*- > we-c sue., sia cbokiers vH ue lut day 0 

eoTtrailuc (tt a,,i Fc m llfilP" ) - — ^ — — 


excess profits tax rotora. 


Normal-tax not income 0t«» 18 page 1)_ 

SO percent «l Intereet <m borrowed oipitil. 
Kptlong-termcapiulloes(itemll ft)pP««4l)-| 
Total of Uneet to t ,—1,, 


Schedule N.-EXCE53 PROFITS NET INCOME COMPUTATION 

I. 


6 IHvldende received oredlt adjuitment (Item 
12, page 1 excIudloK divrdenda teoeived 
from foreign personal bolding companies, 
’1 Item 81, i *' 


7 Netloog term capital gain fttam lift), page 1) 


prqpw^ held more than ifxnontba— 


9 Ipeomaftcm retlremant of bonds, atC-.....^- 
}0. Refunds and Interest on Agrisolcunl Adjust- 
msnt Aot taxes. 


U. Baooreriaa of bad debts. 

12 Total of fines 6 to 11. 


(tor prapoaa of datemilollig neoesaity for filial return) (line 4 mlpui ana 12). 
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APPENDIX E— BUSINESS TAX FORMS 
2. Federal Excess Profits Tax Return 


Portn list— Hir(» iw) 
TrMior; Dcfwtnent 
Internal RcTcnue Sanka 


UNITED STATES 

CORPORATION EXCESS PROFITS TAX RETURN 

^ For Calendar Year 1940 

or fiscal year beginniag 1940, Mid ended — 1941 


1940 


PRINT PI>IkL^ COWRA.T10N a NAMX*ANP aoorx^s 


X« Y Z » Corporation 
9173 H StktD Streak 


_njiuqis_ 

—■ 


up wUi niimUr tniwail an pait I F»nn 11^ 


C»«h CWk M O 


m provided la aecUon 733 at the Zntornal Rovenuo 


(a) Data of taeorporatlon , , . (b) Blato or oounlry — 

tel CoSJaotot'a office In wWfih jour Isjcoma U* rotwra for the UraUle year ■»»« filed _ 

(<!} la thia a conaolldated returnf If ao, procure from the eoUactor Form 8S1E, AHUIatloiu Sohodule which ehall be fllled In iwom to aad 

fa) In eom^th^tbe’uo^'^flta credit nador the Inveitcd capital method do you elect to include fo uMaa profita not Income Intcrcat received on gov 
emmant obltgatlona apcclfiad in aectlon 22 (b) (t) Of the Internal Revenue Code? „ „ - 

(/) Do you dact (n thla return to capIUUae cxpoodlturca for advertising or promotion of good wiU aa 
Coda (ace Inatruetlon VI a)f — RPa ^ 

1st) An you an acquirlns Corporailon ot n qualified component corporntlnti oa deemed in accUon 740 of the Internal Rorenua CodeT — -- flQr ^ _ _ 
If ao and If you were actually in existence bdore January I 1940 do you elect to compute the average baao period not Income under the method 
preacrlbed In aectlon 742 In lieu of the method Precortbod in section 7137 "** 

(h) Are you a transferor or branaferee upon an exchange (as deilned by acctiun 730 of the Internal Bovonue Code) wbieh occurred in a taxable yaar hegin 
nlng after Dacemlw 3l 10397 ^ 

SPECIFIC disclaimer 

VnUt$ vau tptaffitally dttclatm tn (I) er (J) btloie eiDwr (he credii eompulcd uxJer Ihe tncomt meAoJ or the credit computed under |h« fnecsfid oopttcJ 
mathod ti u m^ndotaru that hath ScAaduUt / and !t and hath <9<:heififfca A Ond B be eampUted btjore Ihtt/orm viU be ccKaiifercif as a return (The faregotng le 
appheaiU anty lo a eatpitratsan in -ansUnu prtor ta January i iS^O If yau are a Jorngncorparatian, set olsa iKstruetson Y) For nlfaci (Of (Wacloiiner us 
fiiitrucfuma V Ofld V-u 

(1) Do yon diaclatm the nee of the credit computed under eection 713— the Income methodT _^AHew 

(2) Do you disclaim the use of the orerllt computed under eection 714 — tho Invested capital metliod 7 *■“ 

IF YOV HAV8 NOT DiSCLAJMBD ONE MST!lO[> SCIIEDULES I ff. A, AUB D MVST BS COMFIETBD 

EXCESS PROFITS ~NET IMCoME COMPUTATION (8t» Inalructlon III) 


Item Ho SCHEDULE I EXCESS PaOPlfS CREDIT BASED ON INCOME 

J Normal tax nolincomo (item 30 page 1, Form 1130) 

3 Add Net long term capital LOSS (item 11 {W page 1 Form 1120)^^. — 

Total ol Rams 1 and 2^, 


4U Lees Incomo and income defense taxes (Itoin 39 page 1 Form 1120)~. 

6. Not long term eapiul GAIN (Item U {b), page 1 Form J120) . 

6 Net pAiN from eato or exchange of doprcdabli property held more than 18 n)Ontha^„ 

7 Income from retirement or dlacharge of bonds, — — . 

6, Refunds and InUreet on AgHoultural Adjustment Act taxen - 

D Recoveries of bed debts — 

10 Dlvldendi lenotvod credlt^adjuatmeot (total of oolu»nt2and4 Scheduto B Form U2Q, 

Jl A ■ , e I a . r .ri (‘ 1 r a 

tfliialp 

13 Exceaa profiu net Income computed under income credit method (Itsm 3 minus Hem 12).,- , 

SCHBDWtB It EXCESS FEOFITS CREDIT BASED ON INVESTED CAPITAl, 

I'l Amount of Item IS—.-. s. .-....-i 

Id Add fiO peresnt of lutcreit oa borrowed eapl tnl -,, , — t ... — 

1 6 Intcrcat on government obligations. (8c« Question <c) above for ataatian) _ 

17 Total of items 14 to Iff— 



_1S9,097 


19 Ewem profita net topjcm computed, under Invoafod capital erodit mathad (Item 17 tnlnua Ham tfl) 


sZISJlW 


g9a(H8. 




Ua,820 

—>4418 

Saggp 


TOO 

\ 7X31,930' 


EXCESS PROFITS TAX COMPUTATION 




Anumat^Ttx 


80 Excess profits not facome (Item 13 cr Item 19, whlehsver It appheabls)— 


i Spestfie eaempUoiv-. 


23 Adjusted eaeu-iAii«ei. ef.^ <.l ji r ■ a.'al 

24 Poytion pf Item 23 <»«t In hcsm ef $20^900) and tax at 35 percent.-...— 

55 Portion of Item 22 eaoue of SWtrtd atvd not In oaecM of SSQ.OOQ) , and lax at 30 percent 
38 Portion of Item 93 (tn moo« of fSO.OOO and not In oxoeaanf SlM 000), and tart at 35 percent. 
37 PortloB of Rem 23 (In eccea* of SlOO 000 and not tn axeets Of S2G0 000) , and lax at 40 percoitt 
23. Portion of Itam 33 (!■* oaoeee ef |350;000 ond not Irt excess of 9 j 00 000), and tax at 45 portent 
29 Portion of item 23 On escesa of 2500,000} 1 and (ax at 90 percent — — - 

W Fi as n^'a 'a- a« '' fr " - -r -o 






S 


in. 


S2. Totsil aseexj profits (ax (Uao 30 ptns line SI)— 


84 Balimee of axecs* pwflu tax fine 


t poeaossiun allowed a ctoinoitia corporation 



enrtJOTatlon for which Ittla return (a made, born* aavemlly duly gworn, each for hlmaalf depoaae and wye that this teUnv (including any accompanyln* ashed 
ulna aud etatoaients) haa baen examlued by him and |s to tlie beat of his fciioivloilge and belief, a Iriie correct, and cninpleto return, undo ItCgood faith, for 
ii.. , — stotod, pCifsuant to tho Intseitul lUvenuo Code and the rcgulatlotta Issued Ihincundor . / ^ /j rt 

* 

_ (U«Wsal»r^wiSl6Vlod Sturm tauisnua) 


Bubasrlbed ond ewora to before ibo this — day of — dlBDMtrXa— t ^94 1 




Ui been pre,.arod of w' ,cK 1/ae is ~e a ly hnoafodgu. 

Subi-Tibed aad sworn to befors lue thla — Jlstth— day of . 


llkORAry* lJ4l j£‘>^*Af0.4,st£A ^ 

(la a I c .9 c • mai iSa v^s) 


Ike rreainaaeti tl Ihi bitraJ 3t«riaie Ca4a lb ibh (sM te h 


fnxnwrffriniifiinplcyw tlMcrf*** 


mkt Mi brill imYAWOottr 

\ 




APPENDIX E— BUSINESS TAX FORMS 
2 (concluded). Federal Excess Profits Tax Return 


Schedule A ~BXCESS PROFITS CREDIT-BASED ON INCOME 

(See laslrtictlon VI) 


n 


TXXABLB VBABS BEOIMMNO AFTEB DECEMBER It, ISU AND BIFOBE iANDABY 1, ISM j 
(IIiCdlliaiiblcshuiuaivtrMaind •tlscU uptrolt sdibOiilt) | 


1 YsiaBiias 


3, Ysub Eies 


1 . V«»s E«»s 

V. 










t 








" 


tt) Net Cftpltel 1 m* Used in computing Uno J 









3 DiffCTecco betwedA lit}C3 t and 2(d) {if a net capital Rtip) or 

total of linea X and 2(fc) (if a not capital loea) 

4. Add SoDuritka which Aro capital o^atts deducted Id c^tnpuUna 
liDo 1 as bod debta or as stook determined to bo a orth 
taxable years beglnnlns prior to January l, 

J 


































7 Not gnln from sale or exchange of property other than 

capital easots Ktjr tasable year# beginning prior to 
January ! IMft) .. .. ... . 









8 Total nf llnM 8 fn 7 . 

$ 


S 


s 


s 











10 Net loss from sale or oxchanRa ttf proper! y other than 

capital assets (for taxable years begliuitng prior 
to January 1, 1M8) .. 








, 

1 1 Total of linos 0 and 10 .... .... 

$ 


s 


t 



a 


13 Normal tar (or ipeelal-claaa) net Inoome (after applying eection 





* 













14 Deductloni on aeeoiint of retirement or dlaohargo of 









IS Casualty demolition and similar ln««M 





' 












17 (o) Abnormal judgment ItabUitlea etc (attach etatoment) _ 

(&] Abnormal ezpondllurcs for Intangible drilling and dovcl- 















. 


(e) Other abnormal deductions (attach atatoment) 

19. Capllalisatloo of expenditures for advertising or pn^ 

motion of good ryiil (sttaoh statement) , .. 

10 Net long term capital loas (Sco Uno 9, above).»..._„ 




















— 


' 



10 Total of Unea 12 to 19 

5 


s 


s 


s 











32. Income from retirement or discharge of bonds, etB„ 

33 Dividenda received from domestio corporations,-.. 

24 Nat long term capital gain (See line G alrovo) 

35 Net gain from ealo or exchanao of depreciable prop< 

erty bold for eaoro than IS montna- 

































36 Total of Unea 31 to 25 - „ 

6 


9 


s 


( 

' 

37 Excess proSts net income (line 20 minus line 26) 

$ 




5. ■ 



a 


1 33. Net aggregate of eolunins 1 3 3 and 4 (se« IiutructloD VI for computation of deficit In (uccas profiu net Income and substitution 

f 



J J 1 w.. 


.,v, .. - - 

J ^ 



a. 

■■ 

xt 1 SI'J 1 4f » 1 •• 1 ' b' f I- 1 « er • « 

Xrf r e a >ef si R 

as s 1 s . sr s k ^ 


r s ts 1 


it r 

\ A 

"l 

K 

1 

J 



j 33 One-half o! line 33 — — - 


. 









• 1 



s 





si 3 s s • 1 1 V s.'s 




r - 


1 W Exocm proSta credit— based on Inoomo Qine 37 plus line 39 if a net capital addition) (or line 37 minus line 99 if « net capital 

1 reduotlon) - , .... . — — — u— - — 

1 $ 


1 " Schedule B —EXCESS PROFITS CREDIT 

—BASED ON INVESTED CAPITA!, ^ce InBiractlo 

oVD) 


SguUg Jne«it$d Capital ol th9 Sefflnnlng of the Tuxabt* Year > 


00. 




00. 


BOjiOOO 

00^ 

^ “ lu^^ « « 0 « 0 


It. 











is: 

T Eees Distributions mads prior to tho taxable year not out of accumulated oamlngs and profits——. 


% 

i 



— 


156^000 


1 .#a a • ^ n 






09 

1 11 Equity invested capital at beginning of tiaisble year Oino 6 minus ]lno 10) — - . 





. r~ 





IT 

{ Aetra/t Addition to Sgvltg Inwittd CopUal During tha Toxobfe Twfi 











Et7.- 



13 rrcperlT roil nforetocs utsiksII -aur. j trasa.efr ibiillon to rar si _ 

14 D It J ills u n' ea ring- a-f' yroCtl (c t is-einlrgi iJ urefil-s of Isxsilov 

r) lis'Cv* of le 

CO- 









— 

_ 








_ 








^ 

_ 

- - - 

_ 


is. 

j Ari/ofv Pi duelion in Dgjitij Jmitud Cnjiif il During the Taxable year 

TTss,??? ‘jss 



1 19 E c.'k dislriLu'' ns from BCCU.iu.Mc I rani rs sr ' - '"j., begs tgoljr-rl 

'C 1 SO 14 alxjTL'—. 


— 

-- 

■ 

,tSS,3SS 


"1 r 1 d 1 nni 





_ 



\sersgee(|ii v 1 1 rs'ei’ cs-i if ne 17 r Im-s 1 an 2 ) 




- 




^ J -r J iip'lll (r— 





"si 276,15X1 »7 









" 


99 


iCsacuT 

It 

i "'1 ll’'"7T'T'7TJi rs — 

nss 







Aa7fi*a.W2 

-aa 



[ 39. PfTCOMoce Which llh* 26 Is of Una 27.,.,...., 

— 


— 

— iisv^iu 

-a 

_40.5«t 

X9 








sls?fl4,6t?[9S 

4“ST0T7S?llSr 1 

1 Biitw nrhCu mi l— at d LI nvei-ei* apit I 'h pe ilofLr'* f) 





_ 

- 

L_ ^ 

-irr, , - . 





> 
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APPENDIX E— BUSINESS TAX FORMS 


3. Federal Capital Stock Tax Return 


iroa.t;a» ofcouMout) 


iiSontb} (Yow) 


1941 RETURN 

OF 

CAPITAL-STOCK TAX 

For Year Ending June 30, 1941 

DOMESTIC corporations 

(Cbapter 6, latemal Ilevenue Oode as amended) 

This r«tum must he filed, in triplicate, and received with 
remittance by the Collector for your district on or before 
July 31, 1041 (See instruction 7, page & ) 


1 Name Y- iloriiQratlcm _ . , - - . ^ . 

(print name ol corporation Joint-stock company or asaodatkin) 

2 Address N. ^aie Street, Chicago, Illinois _ ^ ^ _ 

(Til* address muit be that ottluprlnolpfil place a? business. Qive street and number, city or town, end '’State } 

3 Incorporated or organized in State of IlliUdlS Month I4®’I*ch Day - YetjrJL^OS ^ 

4. Was a 1940 capital-stock tax return filed? ^ ® .. Name imder which filed (If different, attach statement explaining fully ) 

V - --9T —lOAD" " '* (Dwwct — ,r ) 

6 Date of eloae of last Income-tax year ended prior to July 1, 1941 ^^j .4 ’ — i- ~ moomo-tax return filed for 

that year? Name under which filed Corporation ^ (District.. . T.. ) 

If the corporation is newly organized and has not eetablishcd an income-tax year, state date of organization ... . .. — 

6 Nature of business in detail „ . .. Manu^fact^r©!^ 0^ housoJSold goods ....... — , . 

7 Name of parent company, if any r.. — - . (Distnct ~ .. ) 

8 Name of subsidiary, if any .No shares held T (District . ** j ) 

(If mur« than Due, attach list aud stoic number of stuuBS hold by porant also distriob when) died) 


DECLARED YALEE OF ENTIRE CAPITAL STOCK * , - , , , , $ Iafi00.a000 

(Tbo Talufl doclared nust be deOnlte and nueualtllod. A wdue moat bo declared M epcrp ca»« re#ardlcaa of whether eioioptlon la claimed. See InatrCcllona I and I) 


10 EXEMPTIONS — T « 1 , i r’ ' ^ - i ^ < x <■ ii n Crrporations claiming exemp- 

t r ' , I r I ' , I ' I I I - ^ tern 10 showing tbp basis of 

O Corporation e\empt from Income tax under section 101, Internal Revenue Code Furnish information required hy Instruction 4 . 

□ Insurance company subject to tax under section 201, 204, or 207, Internal Revenue Code State which section 

□ Corporation not doing business Furnish information required by instruction 6 la-aisae 


Fob U8K or BiFABtuxm 


11 Declared value (must be identical figure entered in item 9), $ 1 aUU | UUU $ 

12 Tax at rate of $1 10 for each full $1,000 in item 9 ..... 98.0 . — _ 

13 Penalty Of percent for delinquency in filing return.. .. . ~. . „ 

14 Interest at 6 percent per annum beginning Aug 1,1911.. — a - . 

15 Total tax, penalty, and Interest $ .. 3. 98Q $ - ... - . ^ 

16 State amounts of outstanding capital stock and surplus as of date of the close of income-tax taxable year reported in item 5 above (If 

nonstock organization, so indicate and attach sta+rment of net wortli ) • 


NUUllKB OVBBABEfl PAK (STATED) VAI<UX PZB SHiJUE TOTAU 


Capital stock Preferred. _ . 

Common 

Capital or fiaid in surplus. 

Surplus reserves ... 

Surplus and undivided profits 
We, the undersigned . 


Numukb or Sbabes 

Pab (Stated) Vaj-u* Pzb 8hab* 

6^.000 . 

b.OOO 

^iOO 

100 

xxxxxxxxxx 

xxxxxxxxxx 

XXXXTXXXXX 

xxxxxxxxxx 

xxxxxxxxxx 

xxxxxxxxxx 


. a^QQjuQPP^QQ.. 

, 600j,,000.pp 

_^75,00_0.00^ 

....4,.8PQaQ0 

President 

(TlUa) 


(Print plainly name ot presidant, vice president, or otbor prlbolpal offlcoi^ (TlUa) 

and I qM -^ith. .. ... iTiaflJSUrfii: of the corporation for which this 

(Print plaloly name 0/ treasurtr assistant troasorer, or obW aocountlos officer) (Tula) 

return la made, being severally duly sworn, each for himself deposes and says that this return, Including any accompanying schedules and 
statements, has been examined by him and is, to the best of bis knowledge and belief, a true and complete return, matiQ In good faith, for 
the taxable your stated, pursuant to Chaj^r 6. Internal Revenue Oode, and Regulations 64 (1938 edition), os amended, m^e applicable to 
the Internal Revenue Code by Treasury Decision 4886, approved February H, 1039 

Sworn to and subscribed bef( ^ me t his 3.8.1111 day of JjaXT. 19..4X 

I co.mAT« I 




' (Tltlo) 

10— 3HW u ( «airMM«(i<r FN 
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4. State Corporation Income Tax Return 


BCCH 1-ltOU— t^O 


IMPORTANT 

THIS RCPOHT tS DUCONOR MrORC 
APRIL16.1H1 ORIHCASKOFOOM- 

MHiKs REPonrina oh a fiscal 

YEAR BASIS WITHIN 30 DAYS 
AnXR THE INCOME TAX RETURN 
TO THE FEDERAL OOVCRNMENT 18 
DUE. 


COMPLETE IKSTNUCTIONS FOR 
THE PREPARATION OF THIS RE* 
PORT WILL BE FOUND IN THE 
REGULATIONS ISSUED BY THE 
DEPARTMENT OF REVENUE. 


COMMONWEALTH OF PENNSYLVANIA ^ 

CORPORATE NET INCOME TAX REPORT 

For Caleodar Vetr 194« 

lot Ftocai Year beftun „„ IMO, ended. ... .. IM 

(Act of May |6, 1936, P L. 208, aa Amended) 


(PRINT PLAINLY BELOW NAME AND BUSINESS ADDRESS) 

X Forotgn Uanufocturir^ Contpanj 

(Must) 

?.999 Fourth „ ^ , 

(Mumbtr and BUMt) 

New York W. Y ^ ^ 

~ " (Pott Offl» SBd 8ut«) ‘ ' 


Data of Incorporation 
Under the Laws of . 


JebrttftTj Is 1=1 J,935 . . 


JK.e* York 

(Mtmi ol But* or Couatiy) 


PAYMENT OP TAX 

PAYMENT OP NOT LESS THAN ONE* 
HALF OF TAX MUST BE MADE 
WHEN THIS REPORT IS DUE. BAU 
AHCC or TAX 18 PAYABLE WITHIM 
30 DAYS AFTER THIS REPORT IS 
DUE. 


FILL IN TRAHEMITTAL SLIP 
ATTACH REMITTANCE ‘ 
TO THE ORDER OF THE 

commonwealth of 

PENNSYLVANIA 

AND 

FILE THIS REPORT WITH 
PENNSYLVANIA DEPARTTMENT 
OF REVENUE 

HARRISBURG, PENNSYLVANIA 


COMPUTATION, OP TAX 
Adjuated Net Income (at ihown la Exhibit I, Item. ^4 on Pd^e 2) < v 

Toxei paid to Federal Qovcnunent and not included In Exhibit I, (As per 
Schedule J) (Do not Include exceia profita tax— Bee Item 31, Exhibit I) 

Dtvldendt received from CocporaDant Exhibit I, Item. U) . , 

Item t IcM lum of Item 3+3*- 

Tax(7%ofltem4)— (Leave blank If entire bualuew la not traaaacted in Penna) , 

YVHERE ENTmS BUSINESS IS HOT TRAKSACTED IN PENNSYLVANIA, COMPLETE THIS SCHEDULE] 
Deduct gain from aale of TANOIBLE capital ataeti 


16,703 79 
800 60 " 


$ 71x416x01 _ 


500,00 


, ^ fOutaide Penna. 

(aa per Schedule C) ^tuatedN ^ 

1 Net Income to be alloeated (Item 4 leaa Item 6} 

8. Allocating percentage Otem 5 of Determination of Allocating Percentage belpw) . 

9 Net Income allocated to Pennaylvanla 

10 Add gain from aale of TANQIBLB capital aaaeta situated In Pennaylvanla (from Item 6 above) 

It Total net inoome taxable at 7% 

12 Tax <7% of Item XI) 

DETERMINATION OF ALLOCATING PERCENTAGE 

DlTlde (a) by (b) to obtain decimal— cany out decimal at If ast six placea 
I (a) Average value of tangible property In PenntylvanlA ^ as«i,nnfl 

(b) Avcra^ value of oU tangible property 


88,919 80 _ 


-a7iS9.3i79_„ 


[* 70,916.01 

274802 


U 19,49786, 

500 00 




1.399,15 


*325 


1,000,000 

111,444 75 


495,310 00 
380,572 50 


(a) Wagea salaries, etc, aadttiable to Pennaylvanla 

(b) Total wages, salonea, etc. 

(a) Qross reedpts aaaltnable fa) Pennaylvanla 

'(b) Orosa reodpts from lOl buaineas * qo 

Total ofltemal, 2 andS— Dlirideby ♦three 
Allocating pefcentage (Expreat In Dedmal) 

• If only two of above proportions apply divide by 2 If only one of the above proportions applies, divide by 1 

AFFIDAVIT 


.225 


274407 


.824407 

■;274S'02 


We, the officers of the cmpomtion foe which this report Is made, being severally twom, (or affirmed), each for himself, deposes and says that this 
repeat Including the aecompanj^ schedules and statements, have been examined by him and if to the best of his knowledge and belief a true and 
complete report mode in good faith for the taxable penod as stated that the items as herem set forth, unless otherwise provided by the Pennsylvania 
Deportment of Revenue are a true copy of such items aa were mduded In the last return made to the CoUector of Internal Revenue of the United 
States, and that no offiri warehouse or other place of business Is or has been malnt^acd in a lUte other than thli Commonwealth for the purpoaeof 
reducing the amount of taxes to be paid by said corporation 


Sworn to (or affirmed) and subscribed before me this 


20'th 




or th« tv« eaem i 
CERTIFICATION (As to preparation of Report) 



be eltbir Tlwurerec AssUtsst IVMsttrfr 


Vwe certify Nmt 1/wo prepared tWs report for the corporation named bereta and that the report (Ineluding its accompanying schedules and state 
meota. If any) Is ■ true, correct, and complete sUtement of all the Information respecting the Income ts* hmbiaty of the corparatlpn for which this 
report has been prepamd of which I/we hsve any knowledge. 


(aifaetur^t p«*aa pltpixtBi nf ert) 


(For Depsrtmtnt Use) 


fTAXINO OFFICER 
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APPENDIX E— BUSINESS TAX FORMS 


4 (continued). State Corporation Income Tax Return 


EXHIBIT r— NET INCOME COMPUTATION— (Must B« Eiactly As Reported To Federal Gotemment) 


Item CROSS INCOME 

1 (where as tzieome«det<aTnu>ia(fitctor 7 Xr-3^S« 9QC 

Lewlleturtiaad AUerwaacea -20 .QQQ. ^ .X,*37&4?0Q*.Q0 „ 

3 Le«co«tofrMx!tw:4d(rfOQx6dN^ . 7_9_i. 3j_Qj» QO _ 

S Oroaa profit from Mlee^teaxlmlnua Item 2) 584 *580*00 

4 Orowreedpta 

(where Invtttoile* are not MiocotWHleterininlng factor) 

5 Lew ooit of operatfew (from Schedules) ^ 

0. Qroae profit (where {nwntorita are not as ineome^etermiolnf 

fiaeter) (Item 4 miau* 5) „„ « ...~- 

f Zatercat eo loans, notea, mortgaeca, bonds, bank depoalta, etc. 

0. Interest <)0 obUaatloM of the United States 

9 Renta . . , BjOOO.JXJ 

lO Royalfies' , „ .*1 » 

It (a) Net ibort term capital iajo, (From Schedule C) ««. -®j92 - 

(b) Net lofig ^trm capital gdn (or lots) (Prom Schedule C) « » .. » 

(e) Netl^ (or loss) from sale or exchange of property other than capvtalMsetaiJBubijdt , 

Schedule) , , , , .......... »> .. 

13 Dividcsdi (from Schedule P) „„ BOQoOO 

J9 Other iecome (suto nature of income) - . . ?r^ilQQ*-PP- 

14. Total Income in itema S. afl4{S to 13, inclusive , $ 

DEDOCnONS ' 

IS Compesiationorol&cen ~ 4 OaQQQiQ0 

W Sakrlc* and wagea (not deducted elaewhei*) „ „ „27Iliji ?.95»QO 

17 Rent . . 9j,50p.p0 

18. Repairs tffom Schedules) 14,000,00 

19. Bad debts (from Schedule P) . l„ 5^000^00 „ 

80. Intereat (froni Schedule O) t 

81 Taxea (from SdicdulD liQ (Do not tnehtda Padetal excess'proflta tax)** ... lS,07?riL5 

82 Contributioas or gdta „ _-_-—*** 

33 tdsjeee by fire etonn, etc, (Submit Schedule) i „„ 

24. DepredatJoa (from Schedule I) . 90^670.00 

85 . X>epletlon of mines, od and gas weha, dmber, etc. (Sdbtnic Schedule) — ~— 

20. Net opefatim loss deduction (Submit Statement) „ 

37 Amortisation (Submit Schedule) 

38, Other deductient authorised by Jaw (Submit Schedule) 4 _ 73.420 00 

29 Total deouetiona in. Ueme IS to 28, Induaive , - S46,1 SOt 

89 Net income for excew prefita tax computation (itala 14 minus item 29) a. ^ flfl ^ 019 . 

81 Leii Federal exceu profits tax , , , ' 

52, Net Income (Item 30 mlnu* item 31) , , v , , " "'J 

53 Len Interert on obligation* of the thtited States Qtem 8, above) , , , 

34 Adlurted net income (item 33 mlnu* item 33) ' . * 


EXHIBIT lI~RECONCIUATION OF NET INCOME AND ANALYSIS OF CHANGES IN SURPLUS 


SOD. 00 
12|180.00 


„ „ 40*000,00 

„27;a^9g.QO 
_ 9a50p.p0 

14,000.00 
5 , 000^00 „ 
41*009,00 
13,079,10 

11 , 9 ^ 1.04 

90^670.00 


88^919.60 


1 Adjusted net income atom 34. Exhibit X) $.,£8,919* 80 

8. Kon taxable income 

( 4 ) Znterett on Dnlted States Saving* Bond* 
and Treasury Bend* owned in the prio 
dpAl amount of I^OOO or Jet* 

(b) Iiitertit on all other Federal, State, add 
Municipal SeeuriUea , 

(e) XVoc«cd* of Hfe ibauranee policies paid 
upon the death of the hunted . 

(d) Other item* of non taxable income* 

9 Cbargrt agaloat reserves for bad debu* , 

4 Charges agaiott retervea for contingeucies, 

•te.* ' . 

5 . Total of item* 1 to 4, Jaelutive , 

0. Total from item 14 
f. Net profit for year, a* •howft by booifs before 
any adjuatment* are made therein 
0. Surplus nod undivided profits as showo by 
twlaaee abest at olote of preceding taxable 
y«ar , ..1&3 j?QP,QP«..».„ 

9, Other credit* to surplus* . — .’“‘■.rr—,,. 

IQ, Total ofltcm# 7 to 9,iaclu*lv* , ,, ,, $288,526i, 01 

H Total from item 17 , 

13 , Burpli)* and vudivlded profits as shown by! 

bslance theet at close of taxable year. . . I $13X s 5,^8 r Olw,.*.. 


13 vnalwwablo deduction* 

(a) Contrlbu^cms or gifts, (excess over five 

per cent limitation) , 

(b) l a e o m c text* paid to the Xlnited State* 

orttspo**e**iona . , 

(c) Income <axes paid to Forrign Countries 

(d) Fedaral (axes paid on tax free covenant 
bond* 

(e) Special improvement taxes , 

CO Replaccmenti, renewala, and capital ex 
peoditures charged to expmaes on the 
books 

Cl) Insurance pruuiuma paid on the Ufe of 
any ofificer or employee ' 

(h) tTnallarwabla interest incurred In pur 
chsting or caring exempt interest ob- 
ligations , ^ 

0) Addition* to, reserve foe bad debts* 

0) Additions to reserves for cOatmgeacics, 
etc.* ,, .. , ,, 

Oc) other nnaJlowable deductions* , 

14 Total of Item 13, 

15 IHviBends paid during the taxable year 

(a) Amount; paid in cash $ »_50 ,QQQ », 

(b) Amoutit paid in stock r 1 r 

10 Ciher debits to surpH s 

17 Total of ‘tens 15 uns! 16 



* Attach Schedule explalnU'C icen J In detiul 

** State amoimt of FeiuiiyKamaUncmn’o}-mei-tCor'pcrsation Tax included in this Item $ _ _ 
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4 (continued). State Corporation Income Tax Return 


ATTACH ALL RIDERS AND SCHEDULES HERE 


EXHIBIT III -BALANCE SHEETS 


l Cash , » ..w 

3 Note* receivable 
3 Account* receivable ^ 


4 Inveuujiiea 

(a) Raw matenali 

(b) Work in procea* 

(c) Prntobed good* 

(dj SupplieSj, „„.<[>,* 


5- InvcBtnacptB (Government bblieation*) 

(a) Obbsotion* of a State, Temtory et poUt- 
(cal aubdivisioa thereof, or the Di*trict of 
Columbia, or United State* possession* 

(b) Obligations of the United States 

(c) Ohli^tiona of lastnn nen tal i t ie s pf the 

United State* «• tr>T ] 

6 Other investment*. 

(a) Stock* of domestic corporatioQt . 

(b) Bonds of domestic corporations a . 

(c) Stock* and bonds of foreign corporation* 

(d) Treasury stock « » a a , 

(e) All other investment* or loon* 

7 Deferred charge* 

(a) Prepaid Insurance, taxea^^etc. a 

8 Capital asset* 

(a) Building* • f rt-oT*" j'a^'J 

(b) Machinery and equipment v'lt ** > 

(c) Furniture and fixtures a«ia a « a 

(d) Ddlvery equipment ... 

(e) Other depretiable assets 

(0 Total ofliue* (a) to (e) . .. . 
(g) Lets reserve for depreciation * 

(b) Depletabte assets . «•«•«*» 

OJ Less reserve for depletion, 

(}) Land' , ».aikia,«(m«s<aa*«ia» 

5* Other asset* Qtemlxe below) { 


b... lOMO.OO 



S .25»QQQsQQ 
25 .000 00 


5 ^ 306,000.00 

I SQ7*.t}75,J?a. 

. _ 9^5.00 

bZ^aa^^ooIoQ 


jjO.OQPrOO 
2j(JGQ 00 


$ ^OrOQQ^QO.' 

?is 200,00 


LIABILXTIES AND CAPITAJ, j 

JL Aceouna payable . „ . . ... 

J2 Bond*, note*, and mortgages payable (with orig 
^nnl jnatunty of less than 1 year) * » > • 

13. Bonds notes and mortgages payable (with orig 
Inal maturity of 1 year Of more) .... , 

14 Accrued expenses^ 

(a) , Interest, I «««.«» ■ 

(b) Tax»a ^ ,«A,Mviai|*»**ae<a^'»»>*. ! 

(cj All others . » 

li QlLecIain ea (i “misc below), 

mt* ••H* * • 

tr^ •» » 1 ' * -I ■■niiasau* ii's. 

iSt 6u"p J« resen es (. cties be 


17 Cap *c1 stock: 

(a) Frefe red stoct ijip ti - — 

(b) Coiiuroii itniw, “T- 

18 . Fa d in or capital iLTpi 

19 KameJ surplus rrd urd,vidcd profile., 
gp To el Llabi'itieanrd Capital « 


_,« 7 x, 5 p 0 tj?p„ 


h 243.J3iaQJ3Q 


„ .^,550 .DO — 53 ,. 6 a 3 * 79 , 

5_ 91,CC0 00^ 

. -AQxCOPxCQ |_ 
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4 (continued). State Corporation Income Tax Return 


TABLES SUBPORTING DETERMINATION OP ALLOCATING PERCENTAGE 

TABLE 1— TANGIBLE PROPERTV (Attach rider, If nccewaty) 



How were Average Values of Tang bk Property detcrmIned?_W0Jlt^l3L inveni:ori 68 f or_indjiej,_ 6 iOj 5 _ year ly ^.nventori^OJI for 

_ _ oth«r«« 

If Actual Values were used expthin in detail how determined — float JLaaa„d, Op raaiatiQn..JUL.fi8.aa JOf 6ApJLtaJL..a8afttfl.«-„-. 

Inventorie at marje^t ..... .... 

State here Total Aaseased Value ofAll Real Estate ?„iS09_R^der 6 ). 

TABLE 2— WAGES, SALARIES COMMISSIONS AND OTHER COMPENSATION PAID TO EMPLOYEES (Attach rider, If nccaeMiy) 


„ -.2000 lake Avanus^ --..JLOfl. 

- -Gary,- Inds-.™ 

,-_1999-i'ourtb. Avsnuff*.- 9Q 

- - - Neik-Yorlt, HeY. 

75 Ellis Ave , Plttaburgi i,Pa 80 

TOTALS 


$ 1244 975*00 j „ m*9;7 &* QCl. 

Ziaa^ 890*28 — Z1 -liSSaoISI 


t 80 111,444,75 

$ 111,444 75 $ 383,8^5 25 

TABLE 3— GROSS RECEIPTS (Attach rider, If necesaaiy) 


111.444.78 
f 495.310.00 


LsMtlnn. el plae.ilrom 
ahleh grwt rMiIsIt ar» sulgruols 
la P.nnn’VrsnU 

Nst Silei, 

fstt, sod Cammlnten 

PiMiis 

RsysIilH I 

imsr«N 

sue 

1 

$ 

$ 

$ . 

fi_ 

75... ^!1119-Av9nv9, 1 





Pi1rt<jBburgh^.-Pa 

-380- 






[ 





I 








Totals Acslgnoble to Pennsylvania 

Locilloai ol Dittu from 

$ 380, 572. 5C 
— 

¥ 

$ 

i. _J 


_ ..^OCKLXak^ Av«x»ib 

Oary,..,lDd, 

».--199QJ''9«rth Avaxwt*. 
JSj0W-.Ya)rtc , 


— 5 .000 

xTooO’iSs 2 





Is 380,572.60 


Totals Assignable outside Pennsylvania $1 006 , 147 5 J 
Grand Total~All Gross Receipts $1,386,720,0 3} 


GENERAL INFORMATION 


1.008 ..74.7. SO 
S 1.386,720.00 


Nature of builneas -URBUf hJOtuTA-A Sale . ... . 

The Corporation a books are In care of— - ... — — ^ 

Located at. Nswllcrk* Nr-T7-, 

la this return made on the basU of actual receipts and disbursements? — — *3U— — If not, describe fuHy a*at other bash or BwtiuMi 

was used in detenwnlttg net Income -.-JljCiC rUfll ..Mathp d. 

Sutebasis of InventorvvaluniJon , 0 73'^ ... . 

CoUectlon district In which Federal Income tax return was fil wl , ? ttird P^fltpict 0^ Jf^^JgojrX — 

Haa the Federal Gorornment ctxanged the net Income aa orilLnnlty reported for W37? , ,, , , , loAos „ 

If to, haa “Report of Cbanae in Corporate Net Income" CForm No RCCN-la, which wlU be fumli^hed upon request) beTTflled with 
Department of Revenue aa required by law? (Yea or No) _ 

(a) Is thia * parent, holding, affiliated or tuUddiary company? (Yes oc No).«,.i?fl _ 

(b) If the answer Is "Yet give the name and address of the parent, hoildliig, affiliated oc aubsidlary company hr coopanlea, (Attach eeparat* 

list, if necessary) 

(c) Is the parent, holding, affiliated oc aubsidiaiy emppany or compiwiea regla|;efed with or incorporated in the Comnwoweelth of pynniylvank? 
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4 (concluded). State Corporation Income Tax Return 




_ _ ^ SCHEDULE B—COST OF OPERATIONS 

Inveotone* Are an Incomesletomin.ne fact or) (Where Inventors* Not « Iocooe.^rtermlaing 

1 Inventory .tbejInnhiB of year S „ 34.0 ^aXO.QC 1 Salanet imd Wa«M L 

7 Material or Merchandlie bought for Maaufac 2 Other Costa (to be TJetalkdl ' ~ 

tureorSaie . _ 550,000 OC 

3 Salane**nd Wages ^ .,IQ3^975»0( (b) ' * ' 

4 Other Costs per boQlci — JiL.C2S^ (c) — — . * ^ 

5 Total (Lines 1 to 4) C i , " ’ (dl ' 

6 Less Inventory at End of Ye - ^ * 

Item 2 Exhibit I) |$ 794,320 od! - ■ 


toiUTiTd 


Total (Enter as Item S Exhibit II 


Tangible capital ouets 
Li Ponna 

fiand_ (unimproved) 



state (1) how property was acquired , (2) Whether at time of aole or exchange purchaser owned more th«n $o% 

in value qf your outstanding stock ... „„ „„„„ _ ...... ...... „ ^ 

Every sale or exchange of stock should be reported Ut detail including name and address of corporation, clau of stock, number of ibiires, capital 
changes affecHne bans (stock dividends other non taxable dividends stock rights etc.) 


SCHEDULE D— DIVIDENDS (Pafie I, Computation of Tax, Item 3) 


Itcmixe below all dividends received during the year stating the name and suldresa of the oorpomtion which declared the dividends, oad the 



Tqfl- C9mpanji..InQa^^.. 



. 75D Bill St.,..Juilala^ 

.... 








. 


SCHEDULE E— COST OF REPAIRS 


t. AmwBl (CMer H f Tixtbh 


SCHEDULE F— BAD DEBTS 


Salaries and wages 
Other costs 



$35,000 

^„6,665 

t35,D00 

6*665 

Fod» Cap, 



Pa_ 


Trr'^ 

S T V.>P--»'^30 
r- ' -c « 


$_6QQ^J)CL. 

lj33v9t?!5L. 

1^129 ^ 


1$ 4l,6b3?41.665 


SCHEDULE I-EXPLANATION OF DEDUCTION FOR DEPRECIATION (Attach rider, If nBcewary) 


«tit* MiiUdit sTwiiM CenM«su4) 



SClltDLTLE J— DETAllFD Si \TbMENT OF FEDERAL TKXES \S BFPORTED IN COMPUTATION OF TAX 


Nonnal Income Tax $. 93 _ — 

^urtag napltai xtocL freto fedaral rflVjra — 


„1940, 

rzr_r i wv oz_ 


immasEsm 
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5. State Capital Stock Tax Return 


STATS AtrSITOS S rOSK— OOT SO, lOiD 
DO NOT USE THIS SPACE 


Pr«l. Andlt 
Dat« Poitej- 


FIonl AaJtt by— 


FRANCHISE* TM RETURN 

File with Secretary of State^ Austui« Texas, on or be* 
fore March IS, 1941, to avoid 10% Statutory penalty 


(1) Notr.^ X- ■2 Corporat ion 


Maillnff 
(2) Address^ 


Principal Place 
(3) of BusincBs 


Galveston, Tejas 


123 Main Street, Galveston 


etnat and Kombar 


Galveston 


Principal Place of 
(4) Business in Texas- 

State the Nature 
of Your Business- 


Chemical products 



194 

AUQOHT 

Pi:ucEirrAac8 j 

Alttil bs Prior to Junarr 1 tOdl. 

•f 

-Sia 

2QD 


.^71 

00- %| 




JJQQ. 

J5Q 

29 

OD 

<c) TOTAL^GROSS RECEIPTS (Item 4 of schedule “B") 

$-_L 

-aia 

9QQ 

^QQ 

100100 %( 


Do you keep a book record showing separately the amount of business done In Texas and the amount of business done 


Yes 


outside of Texas? 

If not, how was the above information determined?- 


Taxable Capital at December „31 19 40 

1 AUTHORIZED 1 

AMOUNT 1 

actuallt paid in 

SUflSCRTnFI) AND II 

outstandino 
[ (IncIadlnR Treaaisrr Slock) 

data of tait aCMuaUtiR ftar Jitior to Jantutr 1 lOtU 

(6) Capital Stock „ . 

Preferred 



150,000 

30p,0pP| 

S__50 _ 
100 

$ 


— 

— 

1 

? ^ , 

130 

27Q 

1 

PQ(L| 

QQCL.! 

JIQ- 

illL 

/h> Common 



<o) 






THTAL HAPITAT, STOOK 



$ 




? ; 

400 

bl5 

000 1 
000 

oe- 

00 

(71 SumluB and Undivided Profits (Item 16. a to if inclusi\ c. schedule "A”) 



(8) Total Capital and Surplus (Total of 6 and 7 — Taxable Capital for Group C Corpoiations) — 

(9) Bonds, Notes, and Debentures maturing one year or more from date of issUe) 

(30) Total Taxable Capital (Items 8 and 9 above — should be same as Item 17 of schedule “A” 

1| 

1 

015" 

o50 

000 1 
ooo" 

DO 
00 \ 

$ 1 


000 . 

-00.1 


''CAPITAL STOCK” as applied to corporations without capital stock shall mean the net assets In case of no par vilue stock, 
Write the word “NO” in the space provided for par values Report the value actually received it date of issue 
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5 (continued). State Capital Stock Tax Return 


SCHEDULE A--BALANCE SHEETS 

Pri*r to JuuiT 1 104J 


1 1 E M A 

BBonmiNfl OP 

ACCOONTIHQ TESR ,lt 

EOT) OP 

ACCOinmNO teas is 


ASSETS 

I— AMOORT 

n— TOTALS 

in— AuonNT 

IT— TOTALS 

1 Cash 

1 

305 

000 

00 

¥ 

51 

530 

00 

¥ 

425 

)00 

00 

¥ 

75 

p(?0 

.Ofl. 

2 Notes and Accounts Receivable- 
Leas Reserve for bad debts—- 


305 

000 

00 


425 

000 

00 





8 Inventories 

(a) Raw materials 

¥ 





340 

320 

00 

¥ 





290 

000 

00 

(b) Work In progress 









(c) Unished goods 









(d) Supplies 









4 Investments 

(a) U S Gov’t Obligations, 

~ 

30 

300 

00 


flO 

000 

00 

$ 

30 

non 

Q£L 


100 

000 

00 

(b) Stock In Texas Corporations 
fc) Other investments _ 


40 

300 " 

no 


40 

poo 

.Q£L 


10 

300 

00 


30 

DOO 


6 Capital Assets 

(a) Depreciable Assets (Itemize) 
Buildings 

¥ 

- 

{ 






¥ 









— 

360 

300 

Q'b 


360 

poo 

00 

Machinery 

— 

251 

18 

500 

5^J0” 

00 

00 

— 

.251- 

18 

500 

soo 

SI 

00 

Furniture Fiitures 










Total Depreciable Assets 


6.30 

noo 


¥ 

fi30 



00- 

Lees — Depredation Reserves- 
(b) Depletable Assets 






630 

000 

QS_ 



630 


M. 





— 





¥ 








Less — Depletion Reserves 

Excess of Depletion Reserve 
over Leasehold Costs (Tax- 
able Item 16-f) 









¥ 

~ 




280 

000 

00 

¥ 





280 

000 

30 

(c) Land 

¥ 


= 


¥ 




fl Other Assets (Itemize) 


43ft 

ono 

00 


450 

000 

30 

Deferred charges 


~w 

oncT 

(xT 


_5n. 

lOQ ■ 

00. 

Patents 



400 

000 

00 


400 

nOQ 

m 

7 Capital Stock Subscriptions 

8 Treasury or Reacquired Stock 

TOTAL ASSETS- 












L 















¥ 2 

BTII 

EEZa 



^ 



¥ 2 

260 

lOOp 

po_ 

LIABILITIES 





¥ 

389 

000 

00 

¥ 




¥ 

399 

000 

00 


10 Bonds, Notes and Debentures 

Inaa +'Un«* 

•r- . r r 





■ 

■ 

■ 

1 

11 A - e. V * 


14 

H 

00 

■ 

H 

■ 

i 

“ 




■ 







1 

— — — 




141 

000 

00 

¥ 





172 

000 

00 













TAXABLE CAPITAL 

« 








¥ 

650 

000 

100 





13 Bonds, Notes and Debentures 
maturing one year or more 

14 P-'- ’ - 




130 

000 

00 



270 

000 

.00 

16 Surplus 

(a> Earned 


495 

67P 

00 


580 

o7C 



JiO. 


UJa 













— 









— 







(r) S' ipl-s RiJ=enes (Con<-ng- 


75 '.JC 

Ui) 


75 

000 

00 

(f) 1 XI cs of D^pV*- on Rpse’we I 

Over Leascl old Costs (From 1 

1 

1 


' 




1 

17 Torn' Taxiole Can tel C^iei-s 

13 to IC j) Is 1 

— 

5S0 

670 

00 

3 


-CGp 

j 

_oc 

Ifi To Def r i fif nn.l 1 


1 

on 



1 1 |C.6D 

^COO 1 CD 

1 TOTAL LT \BILITIEP _ 3 *> i?, b70 OD ,¥ ? =50 CCC CC| 

Are SLPPLLS L" aiKt , . ' ' ' - ' ' ' . ,-.r- 

If NT" s L"'it PC eJ ^ 1 

IN ORDERTO W OID I’L^tLIY I’LL Pi L LiIEDLLLS AND AN'*\\IR AIL Q' IbllONn ILLLN 

AuJ^-is, Pi . ' : 1 ' ^ ■ “ ■ ■ . ■/' ; 

mg frflht V." tcxes ^o » " " " “ _ " ^ . .V ^ 

pcnoJ clnr fi ei-a\=5, • >..«•' l « _ * . i‘ /Jp 

mn fl uuon " n ici an ^ ^ ' ' - r . 

SUCH rcpoi s’ a 1 L( 1 - i ‘ “ , , , ■ 

It. s ipf^rr ne I’xp'r *'J ' ‘ j J ‘ . 

i'’=Qi< 3c .111, Li .1 1-*—*. J -c- ' ■ rr -,.0, 

n in \rr'; OT +he 7o*t second Lecri ’s '- 11 e . 

~ ^ l»\''Ar*I C / vNL VLLY IN AIA ANCE 

Rctii’n 'or taNj'l pe lod 'ro"i 1, lAll lo A.nl SO, o s. ' o- hit opar on <;f tlij. sv-b criqed iMJcrf «n 1 Q liliiniiint caplUl 

.nJi'IicRP inr orof J. ii JB no --3 ct c' sAicrlbad issLOil nd siicstandni; bonds, rotei and dflben irei o htr tb« i thoit tmlnrin* 

m li. M-Tn u 0 x.or V. cni cl as ‘ht gtoss -er. pta Itt U baari to the lo^ ro« rocolpla of th. «rpo«t.oa 
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5 (continued). State Capital Stock Tax Return 


SCHEDULE B-.ANALVSIS OF CHANGES IN TAXABLE CAPITAL 



m 

m 

m\ 

a 

1 Gross Sftlea, lesa returns and allowances (tradinir or mnnufocturmff)^^^. 





2 Gross Receipts from Operations (other than traain? or — - 

S Other Income _ , ^ i j 

$ 





21 

100 

00 



2 

.2fi5L 




3 

000 

90^ 



2 

000 

00 




"8^ 

0S“ 

(e) Dividends Becehed Texas lUDcounta 


10 

580 

00 


— 

2 

520 

00 

(b) . — 

? 

979 

320 

00 

rT“ 

"wr 

6(W ■ 

T5Zr 



320 

000 

00 








25 

000 

00 



140 

500 

00 






■« A. in ^ ” 


14 

000 

po 



16 

340 

00 



S9 

990 

66 



i? 

000 

00 













26 

000 

00 

17 Depletion of Mfn***? Xf Gag W**!**, TfTnher, etc t (submit schedule) 







63 

760 

00 











10 /<D5T PROi^IT (total of Tt<»rn» fi tn ifi inoliiaive, deducted from Item 4) 

„ {SHOW hOBA St 


80 

000 


20 DIRECT CREDITS TO SURPLUS (Itemize) i 

(n) 

9 










_ 



<C) 


[!□ 




21 Total of Items 19 and 20 ■ — 

22 DIRECT CHARGE TO SURPLUS (Itemize) 

(a) Federal Income Taxes - - , — — ■■ . , . 

¥ 


470 

P9 


35 

670 

50 

(b) Cash Dividends (Last payment date..- > Amt 


27 

200 

00 

(c) Stock Dividends 


■ 



(d) - . - 





(a) ... 



, 



<>ft Wof r^VtiiTicro in .Qnrnltw {XfPtn 21 To.m Ttum 221 

(*aow mjoaoABB at aa»: 


44 

lasL 

670 

JiL. 

50 





r 

580 

26 ADDITIONS TO CAPITAL 

(a) Bonds, notes and debentures— maturing ono year or more from date 

$ 






flOfl 

3fl- 

(b) Capital Stock Rnbgftnhad Pvaf erjed-:$2ClfOQQ gon]a.fttl ..t 


40 


nn 












“2 


009 

Q(L. 

27 DEDUCTIONS 

(a) Bonds, notes and debentures — maturing one year or more from date 
of issue, retired during period .. — — , — 

9 








(b) Capital stock retired by charter amendment 






(c) Preferred stock retired bv cancellation 


— 




0R Na* Cnnltsl at. Rnd nf Tpur ritAtn IR. Aotumn TV nf SA.hAdiile "A"! 


J&fifi 

jm 

QCL. 

29 Add Deficit (if any) at End of Year (Item 18^ column m of Schedule "A”), 
3^ Taxable Capital at End of Year (item 17, column HI of Schedule "A”) 




MB 


m 

m 


Schedule C — Co«t of Goods Sold 

AMOUlfT 

Sehedale D— Coit of Operatloiu 

[ XMOtniT 1 


$ 

340 

320 

on 


¥ 




2 Material or Merchandise bought for 


400 

OOP 

00 

2 Other Costs (Itemize) 





a SalarlAfi and WngM 


190 

OOP 

60 

fh> 


■ 



4 Other Coats per books 


349 

000 

00 

(a) -. 





S Total of luiM 1 to A inclufliVA 



; 

-00. 

(d) 





6 Inventory at end of period (deduct)-, 

7 Cost of Goods Sold (Item 5 of 

Schedule B) 

: 

290 

000 

00 

(a) 





$ ! 

1 

979 

320 

00 

TOTAL (Item 6 of Schedule B) _ 

? 





KEMABSS: 
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5 (concluded). State Capital Stock Tax Return 


SCHEDULE E— ALL BONDS, NOTES AND DEBENTURES OWED 



Totals of columns 4 and 5, Schedule A, should agree with lines 10 and 13.. II? 


1 $ I 6501000 I poll 


' NOTE* In case of installment notes, show amount and due dates of installments. Report installments maturing less than 
one year from date of issue in column (4) subsequent installments in column (5), If space is insufficient, attach supple- 
mental schedule 


SCHEDULE F— TAXES 


State of Texas and Subdivisions (Exclusive of Franchise Tax and Filing Fees) 



Other Taxes 

Federal (Exclusive of Income Tax) , 

Other States 

Sundry (Including Franchise Tax) 

TOTAL TAXES (Line 13— Schedule B)_ 


NOTE If Space It Intufficient, Attach Supplemental Schedule 


Name 
J ohn ,^th 

8 R i.ol ai:;d Roe 




OFFICERS AND DIPECTORS (Print All Namet) 
(All Corporatioat Mutt Hava at Leatt Three Directort) 
Address 

111 Bold Street, Galv esto n, T^x ae 

1 11 Bold Street t Ga lveston , Te xaa 

111 B old Street. Galvq fftop , Te xas 

6fl>iil8h..SteajBl»-GaJ3taatQiuJIflXfta 



jL 5 FranhlTn S t^ .Qa lvq.3t^ n.i_TB:pte 


Title 

Pre siden t ft Bireotor 

Fice-Prea.ft pxreetor 

Socretair y , 

... 

Director 



pirootor 


Process in any suit against the corporation may be served npon R iclxacdJflflfl~. 


residing In Texas 


..UX Ja3,d^^6et_j^Galveflton_,Jfe3te^ 

Sl»*l XiunWr uid Oir 


I, »>'<->* 

above nam'-d corporation ^ hov return for Str^e franchise tax Is herc'n !.c+ fc*^h do s~aar that tho items ente^ 

in the foregoing report and In ah> additional Ijt or luts a*tached to or nctoirpi-i ju „ il .s il i-**! -«•. lo knowleUg* 

and belief, true and correct, . 


Subscribed and awom to before me thie. 





, . 28tl» ^ , February • ^1 

before me this — - . . day of — — — **'— 



Notary Public in and for.. 

Report Cannot Be Accepted Unless Signed Before Notary 


le coTp’c o relur" *n li "c, 10 per ctn of ’ aili. c lo p.-v tax bj Va^ I 10 1, 14*% o ti.'i aid if .aX 
r- _ ,1 , I I '“i- - *• 'r ^ -I a l^rr " r'‘' y of ■> "oreint pc' irc th. 


I no* d H 0 rctnln jou- co perate 
),oicl fui'lLr lwVillr> 'or fraiich m toicc! 


lu'-rcndi.r of jtirit oi corsent to l o 







Appendix F— Commodity Tax 
Administration 


Par the Pei^od BestentnC. 


1. State Sales Tax Return 

ARIZONA TAX COMMISSION 

PBIVILECffi SAXfS TAX DIVISION 

BEPOBT OF OBOSS IKOOME-MONTHXiT 

r 10* Endlag-,. , — — 


NOTE 

Etrni name Must Be 
Ai It Anp^n On 1 


iKATCHE OP BtfSDIESS 


Ksgesssssis 


before the 15th day of eaeh month next snooeoaing the j)ei*lod for whldi filed. 


COMPUTATION OF TAX-**BUSINI€SS CONDUCTED BN Af^BZONA 



affidavit 

X swear tor sMrm) that this return has been examined by me, and to the beet of my ksowdedse and belief^ is a true and etnaplato r 
tear the taxable jnrlod as stated, pursuant to the Sxcise Revenue Act of 

Swomto and sidacribed before me «ii« day t, — ...■ , — 

I Man e tW e oc Texyeyer 

« — 

moTAjmju 
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1 (concluded). State Sales Tax Return 


* DETAIL OF DEDUCTIONS 

8»eabl lartnatkai If any deductlfltt lut b«ei taken in Column 8 F«<e 1 complete this sdiedt^ 


Trade Diaoopnti | ^de dlseounts «llow«d *nd deducted br the sdler 


Freight Out 


state ef Arisona and SMeral tax 


Cull Diseoiut, Caab diacotmta actuaUT' aSowed br the taxpayer and taken br the purchaser, if the 

ItsfOnds amount there^ has Induded Jn value of produeta, gross proceeds of sales or 


Chuiolme 

Bad Debts I No dednetlpa vrin be allowed unless list is attached 


CONTEACTUffa I Pwmantf made by the contractor foe labor 


SllfiB to IT S* CklV’tl Prooeeda of sales to the ttolted States Oovetnineat, Its departmaats or lastttutioos. 


TOTAtt amount of deductions, as Tccxnted in Column t Page 


XaS SOUBDULE TO BE PSEP 


IN Moma THAN OKB CO 



RKOfiD OF SAUS MADE IH THE (OUHTiES OF THE STATE OF AKiZONA 


DXSXBlBtmONr TO cofnems b* classipioation 
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2. Selected State Revenue Stamps (three-quarters size) 












848 APPENDIX G— GASOLINE TAX RETURN (continued) 















APPENDIX G— GASOLINE TAX RETURN (concluded) 


Form GA-IX 

State of Mew Jersey 

STATE TAX DEPARTMENT 


Report required 
by Chapter 519, ' 


DIVISION OP MOTOR FUELS 

P. L. 1935, 



Report of 


Addre^js License No. 


This report, In duplicate, and tax to cover same must be in tho 
office of Division of Motor Fuels, State Tax Department, Trenton, 
WITHIN FIVE DAYS after receipt of the motor fuels being reported. 


N. J. 


Date of 
Receipt 

Shipper 

- 

Material 

Point of 
Shipment 

No. fit Car 
Initial 

Gallons 

Contained 

























1 



























- 






TOTAL 


Sales To U.S. Government (Attach U.S. Form #44)^ 

Exported (Report No to Ho. ) ] 

Sold for Export (Report No. to No. ) ] 

Used Tax Free 


Gallons Taxable (Balance) 
Amount Of Tax v* por gal- 


Statement of tax free use by person eubraittirg this report. 


THIS REPORT MUST BE SWORN TQ_ 

State of New Jersey t 
County of , JaS, 

being duly sworn according to law 

says that he is the within name^ purchaser, (or if a corporation) 

of 

(Title oi* office") (Name of Corporation) 

that he signed this report, knows the contents thereof, and hereby 
makes oath in duo form of law that the statements and answers con- 
tained therein are true. 


jSubacribed and sworn to before 
jme this d ay of 


(Name) 


Notary Public 
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Olive Street Widening, St. Louis, 
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Appendix I — Subscription Forms 


Federal Debt Issue Subscription Forms 


For lue when Recomlruction Finance Corporation % percent note* 
of Sene« P maturing Novepiber 1, 1941 are tendered for payment 

Federal Reserve Baits op New Toes '' 

Fiscal Agent of the United States 

SUBSCRIPTION FOR UNITED STATES OF AMERICA' 1 PERCENT TREASURY NOTES 
OF SERIES A 1946 

Paled Novemhcr 1, 1941 Due March 15, 1946 

One dayU fnlireil on $lft00 on eottiMn poyabte itare\ IS, ISiS fiSJ days in ISl day period) is JSOVCS/jOO 

Nom I 

SnbfenpUoa* from holdors of S«rl«s P notos who toader tbom for pkjnneat under the promione of Trewurt Dapuiment Circular 
No 671 wUl b« eOlotted m fuU 

Cpi^oB* dated ^toTomlMr 1, 1841 ibould be detached front Serlea P netoa vben turrendared. 

Pedebal RERErtvE Bank op New York, 

PiBcal Agent of the United States, Dated at - „ 

Government Bond Department, 

New York, NY _ ^ 1941 

Dbab Sms 

Subject to the provisions of Treasury Department Circular No 671, dated Oetoher 23, 3941, tlie undersigned hereby 
Jubscribes for United States of America 1 percent Treasury Notes of Senes A 1946 as stated below 

For own account . , «» ^ ~ 

For our customers {for use of banking institutions] as shown on back oT this 

form * . f k i » w <m,, . , $ 

Total Subscription i«< ra.k,," * 

and tenders herewith for payment a like face amount of Reconstruction Pinance Corporation notes designated Senes P, 
maturing November 1, 1941, the proceeds of M’hich are to be applied in payment of United States of Anicnta 1 percent 
Treasury Notes of Senes A 1946 subscribed for and allotted 

Issue United States of America 1 percent Treasury Notes of I Reconstuiction rinanco Coijioiation notts of 
Series A 1946 allotted on this subsciiption in the denominations and Senes P teiulered fur pajmi-iit me, as inJicated 
amounta as indicated below below, — 



Diapose of the aeounfies allotted on thia subscription in the amounts and aa indicated below i 
1, Debvor over the counter to tho undersigned * * *»•>**.. aa* ^ -• 

2 Ship to the undersigned ,■ »» . * 

3 Hold in safekeeping (for member bank only) . v #• - 

4 Hold as collateral for War Loan deposits!^ * . „ 

Deliver as indicated below r^. • 

Bfi^TCrtOf 1 ParAmouat I 3 



and credit proceeds to onr Reserve account - ~ □ 

or to our account with.^ ~ ^ ^ 

if a boalc or troit eompBBy, baraby eartlfioo- Co) tb*t tho ieeurjtiai whUh you »■ horaby orberoafter m»lruete4 
«ffo thL*^a1ii»tr JndleaUd in itoiii numborod 3 aboTo or* iho loto protjwty of tho wd fW ^jVhbat* 

wKtt ^hsrJvoT horooftor Jnatmetod to diapoi. of !n tho maon.r Ind.Mtod In ® 


(FlU In <11 le^ulred apam baforo slgnlfis) 


TO SUBSCRIBER 

frlBUse indicate if thj is a conflimatlon. 


C"7, cr ViTlaEa, Bcd B*jt . o- a 
9pwl balow MO for tho of of t]»» P.J.rA Roiorya Bank of New York 


Cika jCram Via!.^ 
Ocontah - 


ItL enad i' Li Ftt= AL ^iiv« 

Vr lei St 15 G teruae^t Lllig 


liT r Pfcelf 
'« ^1/ 'Ik or Ns'i 
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APPENDIX I— SUBSCRIPTION FORMS 


Federal Debt Issue Subscription Forms (continued) 


EXCHANGE SXIBSCRIPTION 

For tJeeWlicn United Stoics of America IVl Percent Treasury Notes of 
Senes 0-1941 Maturing December 15, 1941 Are Tendered m Payment 

FOR UNITED STATES OF AMERICA 2Yz PERCENT TREASURY BONDS OP 1967-72 

Dated October 20, 1941 Due September 15, 1972 

NOTEr 

Coupoo* datsd December 15, 1941, tliould b« sttaeh«d to tbe aotet wban surrendered and accrued latereat from Jane 18, 1841^ 
to October 20, 1941 ($4 33743 per $1,000), will be paid following acceptance of the note* 

If reglitered ueutiUe* of the serlea offered are desired upon Imuc the rc<iuir«d necottary inatrucHont mutt be girea as in dk ated In tW 
space* provided on this subscription. 

SubterlpUmis for which securities of the Umbed States are tendered in payment and accepted will bo allotted In fulL 


PcoEnaL nssenvB Bamk of N&w Yobk, < 

Piical Agent of the United States, - — ..........1941 

New York, N Y 

Dear Sibr 

Pursuant to the provisions of Treasury Department Circular No 670, dated October 9, 1941, the undersigned here- 
by subscribes for United States of America 2V4 percent Treasury Bonds of 1967 72, in the amount and as stated below, and 
tenders in payment therefor United States of America 1V4 percent Treasury Notes of Senes C 1941, maturing December 
IS. 1941, which are 

Delivered to you herewith In the amount of ~ ~ ~ 

To be delivered to you for our account 

To be withdraivn from seaunbea 

you are holding for our account “ $ ^ ^ 

Total amount of subscription $ — 


S by credit to our Rcsorvo account 
by ehcck made payable to our order „ 
by credit to our account iiith .. ~ 

lasne and dispose of securities allotted on this subscription as indicated below 


ladicnte by X mark 



Wl.ea both eoiipoa ■*- DISPOSITION 

eurltlea and rcgUtcrcd » ■ ' — ■ ■ ■' — ■ 

locuntln arc desinid, j Delh er o\ er Uie counter to the under 

UM ft aepante subaenp- 

tiou fona for each. Signed - . 

— 2 Ship to the undersigned $ . 

N3 3 Hold in safekeeping (For member 

- - - bank only) „ „ .. .. 

t Leftye CI«nk 4 Register in the names as indicatod in 

the schedule on reverse Side - .... 

- 5 Hold as collateral for War Loan 

deposits ... $ 

6 Deliver as indicated below „ J „ $ 
Deliver to P 



and credit proceeds to our Reserve account... 
or to our account with .......... ^ 


Tb* undtniraad, If » bank or trutt eorapany, hursby eertifiet ( 0 ) that th« teouritia* which you mra haraby or haraaflar tmilirwctad 
•• 4Sipot0 of in the manner indicated in item numbered 3 above are the tola property of tha andartiiMd, and (b) tliat the teeuritlaa 
which yoB are hereby or hereafter inatroeted to diipota of in tha manner Indicated in item* numbered 8 and 6 above are either the 
Iproparty «f tbe undartigned or the property of Itt cuttomart yiho have authorized in writing auch diipoiiHon. 


(Fill i?i ftll requlioil ipaco* befors slgBiiig) 


TO SUBSCaiBBR 

PlMds indicate if this is a ooBhrmation 

If nfateriber is a Bank or Trust Company, 
dImm iodieat* unotuot of this sobscnption 

'fcf asm iBMoat 

# 


<Oaiclul ilgnanu'e required) 
Street addreia 


City, Town or ViJlago, and State 


ll^g 


SpMiM IhIow for tbo u«« of the Federal Reinrvo Bank 


TmvvMvTuwv I CotntrxD 


Bumn I DsurotED 
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Federal Debt Issue Subscription Forms (concluded) 


OA 


No^ 


TENDER FOR 91-DAY TREASURY BILLS 

Dated October 8, 1941 Maturing January 7, 1942 


Dated at-. 


.-1941 


To THE Federal Reserve Bank of New York, 

Fiscal Agent of the United States, 

New York City, N Y 

Pursuant to the provisions of Treasury Department Circular No 418, as amended, and to 
the provisions of the public notice on October 3, 1941, as issued by the Secret^iy <rf the 

Treasury, the undersigned offers to pay * for a total amount 

of $ 


(Rkt« PW 100) 

(maturity value) of the Treasury bills therein described, or for any less 


amount that may be awarded, payment therefor to be made at j-our bank ui cash or other 
immediately available funds on the date stated in the public notice 

The Treasury bills for which tender is hereby made are to be dated October 8, 1941, and 
are to mature on January 7, 1942 

This Under mil be inserted tn special envelope entitled **Tender for Treasury bills " 

IMPORTANT INSTRUCTIONS* 

1 No tender for le*s than 11,000 wdl be considered, and each tender must be for as «vm 

<rf $1,000 (maturity value) Also, if more than one price la offered, a separate tender must be executed at 
price. 

2 U the person making tlie tender « a corporation, the tender should be signed by officer of 

potation authonSd to make the® tender, and the sig^^g o^ the tend^ by ^ officer of Portion wtU ha 

TOnstrued as a representation by him that he has been so authoriz^ If the tender is made by a partnership, rt 
should be signed by a member of the firm, who should sign in the form « ~ , T, " " ■" “““ " ** 

copartnership, by ~ a member of the firm 

3 Tenders will be received without deposit from inrorporsted banks and irttst “‘I 

raanonsible and recognized dealers m investment secuntiea. Tenders from others must be accompaniw by 
parent of 10 perewt of the face amount of Treasury bills applied for, unleia the tenders are accooHwnied by 
an express guaranty of payment by an incorporated bank or^ trust company 

4. If the Language of this tender w changed in any respect, which, lo the opinion of the Secretary of the 
Treasury, w matenai, the tender may be disregarded 

Payuwu by credu through War Loan Deposit Account will not ho permuted. 

0ir Fill M all faqoffed spaces before signlaf. 


Kane of Subscriber. 

By-.-. 


fOffldal ita nMi i w reavked) 


Street Addrese 

City, Town or YiOaga. and Stau , 


spaces below are for the use of the federal reserve bank 






j-HtuwT 


“Lrfs«r j Ackuciwittlited 
Tirt/i^'sT 




OllpOShlM 


• J*rfse mmU W mtOrmei em Ou ietu ft lOB, with net uhs Aon 
FfMeham may net be msei. 



INDEX 




Index of Subjects 


Pages wherein a topic is given major treatment are printed in bold-face type Pages 
wherein a topic is given incidental reference are printed m Roman type 

“Benefit” doctrines of expenditure and taxa- 
tion, 17, 21-25, 33, 34-36, 170-172, 
174, 282, 283-285, 289-290, 293, 296, 
415-416, 420, 465, 482, 490, 529, 544, 
575, 577, 583, 587-591, 606-611, 614, 
616, 725 

Billboard tax, 528—529 
Birmingham (Ala,), 395 
Board of Tax Appeals, 309, 317, 320, 459 
Boards of equalization and review, 318-319, 
325, 362-363, 391-394 
Borrowing, governmental see Debt 
Boston (Mass ), 179, 605 
Bottling companies, taxaaon of, 526, 556, 
559, 561 

Budgets, governmental, 3, 10, 32, 113, 114, 
117, 118, 119, 121, 133, 137-158, 161- 
163, 396, 644-647 

Burden of taxation, 282—292, 335—337, 
353-359; sec also Taxation, distnbu^ 
uon 

Bureau of Internal Revenue, 308, 310, 312, 
316-317, 322, 326, 329, 358-359, 459, 
461, 503, 505 

Bureaus of Municipal Research, 138, 167— 
168 

Bushel taxes, 365 

Business taxes, 145, 315, 338—341, 349, 
350-353, 358-359, 409-410, 496- 
545, 556, 719, 725-733, 754 
administration, 327, 328, 330, 503, 519, 
535-538, 721, 754 

aUocaUon, 389, 508, 512-514, 516, 534- 
535 

busmess license taxes, 266, 338, 342, 353, 
365, 524-529, 538. 540 
capital stock tax, 117, 215, 303, 347, 498, 
499, 502-503, 507-509. 510-511, 516, 
521, 534, 539-540 

chain store tax, 199, 219, 277—278, 281, 
290, 353, 530-531, 534, 538, 747 
corporate excess tax, 218, 324, 384, 509, 
516 

corporation income tax, 5, 253—254, 256, 
263, 269, 278, 298, 303, 338, 341, 344- 
349 350-353, 423, 44(M41, 449, 453, 
497-500, 511-512,516.518,521, 531, 
534-535, 538-539 


“Ability” doctrine, 282, 287-288, 289-290, 
293, 297, 415-416, 420, 428, 446. 454, 
465, 482, 489, 530, 572, 587-589, 614 
Accounting, governmental, 2-3, 114, 117, 
131-136, 148, 159-161, 176, 396, 590 
Administration, tax see under Taxation 
Admissions taxes see Amusements taxes 
Advertising, taxation of, 528—529 
Agnculturd Adjustment Act, 37, 39, 69, 78, 
205-206, 347, 553, 557. sec also Varm 
atd 
Alabama 

budget, 138, 139, 152, 154 
taxes, 100, 226, 371, 427, 446, 474, 481, 
524, 559 

other subjects, 95, 190, 711 
Alaska Railroad, 170, 180, 182—183, 639 
Alcoholic beverages tax see Liquor taxes 
Allied Debt, 603-604, 637, 697-699 
Allocation see under Business taxes 
Amusements taxes, 346, 351, 528, 547, 558, 
559, 561 

Appraisal, property sec Property tax, assess^ 
ment 
Arizona, 

taxes, 349, 387, 446, 474, 477, 481, 576 
other subjects, 95, 122 
Arkansas 

expenditure, 82, 95 
taxes. 319, 429, 457, 576, 579, 582 
other subjects, 109, 143, 617 
Assessment, property tax* see under Property 
tax 

Auditor, 117, 118, 119, 161 
Automobile registration tax sec Motor vehicle 
license charge 

Avoidance, tax, 305—306, 450—451, 460— 
463, 477, 483, 486, 492, 501, 529, 535- 
537 

B 

Baltimore (Md ), 143 
Bank note tax, 277, 497 
Bank taxes, 117, 219, 221, 338, 342-343, 
349, 351, 385-387, 453, 497, 511, 519- 
521, 534, 547, 728 
Beer tax: sec Liquor taxei 
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INDEX OF SUBJECTS 


Business taxes (Cont^) 

corporation organization and entrance 
taxes, 507-509, 534 

excess profits tax, 256, 263, 269, 344, 346- 
347, 498, 499, 503, 504-506, 539 
federal, 338-341, 344-349, 423, 440- 
441, 449, 462, 497-507 
gross receipts tax, 218, 222-223, 256, 303, 
515-518, 530, 531, 532, 535, 556, 563, 
565, 577 

law of, 203, 207, 212, 213, 215, 217, 219, 
223 

state, 338-341, 350-353, 365, 453, 509- 

514 

theory, 253-254, 256-257, 259, 262-263, 
269, 270, 286-287, 298, 538-545 
undistributed profits tax, 256, 260, 270, 
278, 280, 311-312,, 347, 462, 498-499, 

501-502 

unincorporated business tax, 531-532 
sec also Ban^ taxes. Mine taxes, Public 
utthty taxes 

Butter substitutes tax; see Oleomargarine tax 


C 

California* 

expenditure, 82, 84, 95, 114, 138, 165 
taxes, 406, 494, 561, 562, 563 , 579 
other subjects, 617, 631, 735 
Canals, 60, 80, 171-172, 189-190 
Capital expenditures see under Expenditure 
Capital gams tax, 261, 424—425, 430, 432, 
434-439, 442, 499 
Capital levy, 269 

Capital stock tax see under Business taxes 
Capitalization of taxes, 250-252, 412, 415, 
465 

Central control of local finances, 158—166, 
634-635, 674-675, 681-682 
Central purchasing, 59, 114, 119-123 
Centralization, fiscal, 720-724 
Cham store tax, 199, 219, 277-278, 281, 290, 
353, 530-531, 534, 538, 747 
Chicago (111 ) 

taxes, 117, 373, 378, 394-395 
other subjects, 110, 143, 606 
Child labor tax, 277 

City finances* see under t>ebt, Expenditure; 
and Taxation 

City-manager government, 115-116, 127, 
142, 143 

Civil service, 114, 123-128, 325-326 
Classification* 

expenditures, 32-34, 54, 148 
revenues, 592-595, 608-609, 614 
Classified property tax: see under Property 
tax 

Club dues tax, 270, 302, 346, 547, 558, 572 
Coinage receipts, 592, 594-595, 622-624 
Collection, tax: sec Taxation, administration 
and under particular taxes 


Colorado 

expenditure, 94, 95, 106 
taxes, 397, 429, 431, 494, 511, 524, 576, 
581 

other subjects, 114, 165 
Commission government, 114—115 
Commodity taxes, 8, 315, 338—340, 345— 
349, 350-353, 546-572 
administration, 256, 552, 565-568, 754 
general sales tax, 7, 244—246, 256, 282, 
301, 303, 304, 313, 338-339, 342, 350- 
353, 546-547, 556, 557, 562-565, 566- 
567, 572, 727-730, 748, 754, 756 
law of, 207, 209, 222 
retail sales tax, 266, 278, 284, 302, 304, 
313, 338-339, 350-353, 562-565, 566, 
569-570, 751, 754 

theory, 52, 234-246, 258-259, 265, 549- 
552, 568-572 

use tax, 222, 564, 566, 568, 584, 585, 750- 
751 

see also Liquor taxes, Oleomargarine tax, 
and Tobacco products taxes 
“Compliance costs,*' 313, 314, 537, 571, 743, 
746, 754 

Comptroller, 117, 119, 129, 155-157, 179 
Compulsory loans, 654—656 
Connecticut* 
expenditure, 95, 114 

taxes, 362, 371, 408, 531, 532, 533, 559, 
561, 565 

other subjects, 709, 735 
Conservation of natural resources, 599-600 
Consolidated returns, 500 
Constitutional limitations on taxation* see 
Law of taxation 

Consumption control through taxation, 263- 
268, 274-276 

Contingent debt, 618-619, 639-640, 703, 
707-708 

Conversion, debt, 646, 654, 656, 66f, 671, 
696, 701-707 

Corporate excess tax, 218, 324, 384, 509, 516 
Corporation taxes see under Business taxes 
Corporaaons, governmental, 178-179, 182- 
188, 707 

Council Bluffs (la.), 395 
County finances see under Debt; Bxpendi* 
ture, and Taxation 
County managers, 116 

Credit, federal-state tax, 469, 472-473, 483-' 
485, 749, 753, 756, 759-760 
Crown tax, 560, 567 

Currency privilege bonds, 667-668, 690- 
691 

Custody of public funds, 117, 128-130, 605 
Customs duties, 41, 199, 206, 221, 277, 304> 
316, 321, 338-339, 341-349, 422, 546, 
547-555 

Cyclical budget, 48-52, 303, 643, 645-646 



INDEX OF SUBJECTS 
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D 

Death taxes, 7, 145, 338-339, 342, 344- 
348, 349, 350-351, 433, 468-495, 719, 
725-733, 748-749, 759-760 
administration, 324, 328, 480-481, 486- 
487, 721 

basis, 469, 471-472, 476-479 
federal, 338-339, 342, 344-348, 349, 
468-471, 478, 479, 483-485, 492-493, 
649 

law of, 203, 204, 212, 213, 216, 217, 218- 
219, 475-476, 479 

non-resident taxation, 215-216, 485-486 
rates, 299-300, 469, 470, 474, 479-486 
state, 338-339, 350-351, 469, 471-475, 
475-486 

theory, 233, 234, 261, 268-269, 271, 285, 

487-492 

Debt, governmental, 10, 32, 33, 36-37, 629- 
715, 725 

contingent debt, 618—619, 639-640, 703, 
707-708 

control and limitation, 2, 110, 140, 159, 
381-382, 630-635, 640, 642, 643, 670, 

680, 703, 713 

conversion, 646, 654, 656, 661, 671, 696, 
701-707 

default, 619, 635, 650, 662-663, 673-675, 

681, 710, 714-715 

economic effects, 40, 4 4 -45, 49, 52, 260, 
267, 636, 647-648, 652, 654-655, 656- 
661 

federal, 43-47, 635-637, 639-640, 646- 
648, 650-658, 668-672, 676-678, 851- 
853 

forced loans, 654-656 
foreign (to US), 603—604, 637, 697— 699 
local, 27, 604, 618, 631-635, 639-646, 
651, 657, 669-672, 678, 680, 693, 711- 
715 

maiilceting, 6, 649-656 
maturity, 633, 638, 646, 650, 654, 663, 
666-673, 698, 701-702, 705-706 
“pay-as-you-go” program, 636, 638, 642— 
644, 648 

redemption, 40, 646, 650, 660-661, 673— 

682, 697-700, 706-707 see also Ex- 
penditure, debt service 

scnal bonds, 4, 633, 641, 678—680, 713 
sinking fund, 604, 605, 633, 641, 643, 
676-678, 697-699, 706-707, 713 
state, 604, 630—631, 640 t-646, 651, 657, 
669-670, 678, 680, 693, 708-711, 
712-715 

tax-exempt bonds, 204, 208-209, 212- 
213, 220-221, 439-440, 450, 453, 
460, 477, 483, 520, 663,^666, 682-690 
theory, 40, 44-45, 49, 52, 260, 267, 636, 
647, 656-661 

yield, 52, 650, 661-665, 669, 683-687 


Delaware 

custody of funds, 130 
expenditure, 82, 94, 95 
taxes, 318, 351, 364, 374, 387, 428, 430, 
447, 508, 510, 562, 565, 576. 587 
Delinquency, property tax, 139, 303, 312, 
330, 400-403, 719 
Denver (Col ), 617 

Deposit of public funds, 117, 128-130, 605 
Deposits tax, 261, 386 sec also Money-and- 
depQsits tax 
Detroit (Mich ), 633 

District of Columbia, taxes, 406, 427, 579 
Districts, special, 88-89, 110-111 
Diversion of highway revenues, 590—591 
Domain, public, 92, 342, 595-601 
Double taxation, 215-216, 223, 365, 370, 
416, 430, 455, 475-476, 743-746, 751 


E 

Earned income credit, 443-444 
Economic effect sec Debt, Expenditure, and 
Taxation 

Educational finance sec Expenditure, school, 
and School finance 

Electric light and power, taxation of sec 
Public utility taxes 

Emergency Fleet Corporation, 175, 178, 183 
Eminent domam, 593, 624 
Employment agencies, taxation of, 527 
Enterprises, government, 17, 18, 34—35, 36, 
81, 85, 87, 140, 170-193, 366, 593- 
595, 602-603, 608, 639-640, 703, 713 
Entrance (corporation) tax, 507-509, 534 
Equalization (property tax), 318-320, 326, 
361-363, 390, 392-394, 726, 730-731, 
739 

Equalization theory of taxaUon, 291-292, 
297, 483, 491-492 

Equitable taxation see Taxation, distribution 
Escheat, 592, 594-595, 624-625 
Estate tax see Death taxes 
Evasion, 302, 305, 306-307, 313, 327-330, 
365, 404, 420, 450-451, 457, 460-483, 
486, 535-536, 567-568, 585 
Excess condemnation, 595, 620 
Excess profits tax, 256, 263, 270, 344, 346— 
347, 498, 499, 503, 504-506, 539 
Exemptions, 208, 277, 278, 292-295 
homestead, 363, 368-369 
mmirnum, 253, 265, 293—295, 302, 314, 
368, 423, 424, 425, 430-431, 445-447, 
471, 479-481, 565 

social, 278, 281, 295, 368, 419, 425, 430, 
440, 442-443, 471, 478, 500, 564 
state and federal instrumentalities, 204, 
208-209, 212-213, 220-221, 424, 425, 
439-440, 453, 477, 483, 499-500, 5U, 
534, 564, 682-690 
ftlso under particular taxes 
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Expenditure, governmental, 10, 15-193 
capital, 33, 40, 81, 83-84, 85, 86, 87, 
102, 139-140, 638, 640-644, 667, 669- 
670, 713 

city, 58-59, 85-86, 719 
classification, 32-34, 54, 148 
control, 2, 3, 107-169: sec also Account- 
ing and Budgets 
county, 86-88, 109-110, 719 
debt service, 25, 39—40, 51-62, 65, 70-71, 

75, 81, 85, 86, 87, 176, 264, 636, 641- 
642, 710 

economic effect, 36—53, 264, 637 
federal, 25, 26, 37, 38, 39, 41-52, 54, 55- 
56, 59-66, 67-79, 101, 103-105, 122- 
123, 760-763 

highway, 16, 17, 30, 39, 40, 54, 58, 59, 62, 
63, 65-67, 80, 81, 83-84, 85, 86, 87, 

88, 97-102, 109, 110, 284-285, 358, 
590, 713, 719-724, 728, 735, 752, 761- 
762 

law of, 67—69 
limits, 19, 25-28 

local, 26, 29, 54, 58-59, 62-66, 67, 84- 

89, 96-97, 100, 103, 108-111, 159-166, 
358, 721-724 

military, 16, 17, 21, 32, 34, 39, 41-46, 
55-56, 61-66, 67, 69-72, 75, 635, 761 
protection (non-mihtary), 18, 20, 34, 63— 
65, 81, 85, 87, 88-89, 284, 612, 719, 
720, 724, 752 

public works, 18, 45, 46-52, 62, 72, 75, 

76, 81, 83-84, 85, 87, 713 

‘‘relief and recovery,” 31, 37, 39, 46-48, 
57-58, 62-63, 73-78, 147, 268, 637, 
692, 702-703, 761 

school, 16, 17, 20, 21, 30, 34, 35, 39, 53, 
54, 60, 62-63, 65-67, 81, 82-86, 85, 
86, 87, 88, 89-97, 109, 284, 358, 591, 
713, 719, 722, 728, 734-735, 762 
social, 16, 18, 20, 21, 25, 30, 36, 39, 47, 52, 
53, 54, 57-61, 64, 65-67, 75, 76-78, 81, 
82-83, 85, 86, 87, 88, 103-106, 109, 
no. 284, 358, 591, 607, 713-714, 719, 
720, 724, 735-736, 761-763 
social effects, 52—53, 296 
state, 29. 54, 62-66, 67, 80-84, 94, 100- 
101, 103-104, 112-114, 122, 358, 721- 
724 

theory, 15-53, 264, 273 
veterans’ aid, 25, 30, 47, 61, 62, 69—72, 
75, 638-639, 713 

Export taxes, 206, 212, 221, 534, 555 
Express compames, taxation of* see Buhlic 
utility taxes 

F 

“Faculty” taxes, 361, 427, 428 
Farm aid, 18, 19, 39, 63, 75, 78, 110, 147, 
187, 191-192, 205-206, 347, 553, 557, 
604, 752, 761-762 

Farm taxation, 354, 357-358, 367, 434 


Federal aid sec under Orants-tn-aid 
Federal Deposit Insurance Corporation, 41, 
74, 186, 188-189 

Federal farm credit system, 18, 74, 186—187, 
703 

Federal finances sec under Debt, Expendi- 
ture, and Taxation 

Federal home loan banks, 18, 41, 73, 186 
Federal reserve banks, 18, 651, 660, 663-664, 
703 

Fees, see Special charges 
Filing fee, income tax, 446-447 
Fines, 592, 594-595, 625 
Firearms tax, 275-277, 558 
Florida 

debt, 673, 710, 714 

taxes, 224, 368. 387, 427, 450, 474, 481, 
484, 517, 562, 576, 580, 582, 591, 749 

other subjects, 95, 161 
Forced loans, 654-656 
Foreign debt (to US), 603-604, 637, 697- 
699 

Forests, taxation of, 365, 387-388, 524 
Funding debt: sec Debt, conversion 

G 

Gasoline tax see Motor vehicle fuel tax 
General property tax sec Property tax 
General sales tax see under Commodity taxes 
Georgia. 

taxes, 100, 225, 404, 429, 474, 481, 507, 
519, 530, 531, 562, 582, 591 

other subjects, 95, 161 

Gift taxes, 338, 351, 463, 468, 478, 492- 
495 

Gifts to governments, 592, 593, 594-595, 625 
Gold clause in bonds, 680-681 
“Government ownership” see Enterprises, 
government 

Graduation, rate sec Taxation, progressive 
Grants-in-aid 

federal, 75, 77-78, 95, 104, 621-622, 631, 
752, 756, 760-763 

state, 4, 25, 80, 82, 88, 93-94, 97, 358, 
381, 621-622, 731, 733-741, 763 
Gross income tax see Commodity taxes, gen- 
eral sales tax 

Gross receipts tax sec under Business taxes 
Gross sales tax sec Commodity taxes, general 
sales tax 


. H 

Highway finance sec Expenditure, highway, 
Motor vehicle fuel tax, and Motor vehv 
cle license charge 

Home Owners Loan Corporation, 18, 41, 186. 
188, 603, 703, 707 

Homestead exemption, 363, 368—369 
Hotels, taxation of, 527 
Houston (Tex.), 411 
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I 

Idaho, 95. 114, 155 

Illinois* 

state reorganization, 112, 114 
taxes, 225, 226, 322--323, 354, 356, 361, 
403, 561, 562, 576, 751 
other subjects, 95, 161, 632 
“Incentive” taxation, 279—280 
Incidence, sec Taxation, shifting 
Income tax: sec Business taxes and Personal 
income tax 

“Independent Treasury,” 128-129 
Indiana: 

control of local finances, 161, 163—165 
taxes, 318, 362, 533, 565 
other subjects, 95, 114 
Inheritance tax see Death taxes 
Inland Waterways Corporation, 180, 184, 

Jn lieu taxes, 363, 364, 365, 384, 404, 5l5— 
516, 518-519, 535, 728 
Insurance company taxes, 207, 338, 346, 349, 
511, 522-523, 534 

Intangibles, taxation of. see under Property 
tax 
Interest 

payments: sec Expenditures, debt service, 
and Debt, yield 

receipts, 130, 594—595, 603—605 
Interstate Commission on Conflictmg Taxa- 
tion, 753, 754, 759 

control of local finances, 164, 712 
taxes, 318, 382, 405, 408, 437, 446, 559, 
579 

other subjects, 95, 122, 631 


Law of taxation {Cont) 

federal limitation on state and local tax 
power, 6, 203-204, 211-223, 225, 349, 
366, 369-370, 383, 385-386, 391, 420, 
439-440, 450, 453, 455, 477, 508, 512, 
517-518, 530, 533-535, 559-560, 564, 
583, 688-690, 749-750 
situs, 202, 214-216, 369-370, 475-476, 
745 

state limitation on state and local tax 
power, 200, 224-226, 361, 397, 420 
“subject and measure” rule, 202-204, “220, 
453, 511, 521, 688-689 
License charges, 141, 595, 610-611 
License taxes sec Business taxes, business 
license taxes 

Limitation of debts and tax rates sec under 
Debt and Property tax 
Liquor monopolies sec Monopolies, govern- 
mental 

Liquor taxes, 199, 266, 275, 338, 340, 342- 
347, 349, 350-353, 428, 525-526, 538. 
546, 547, 556-559, 560, 566-568, 611, 
725, 727, 729, 750, 753, 754, 756, 759 
Local finances sec under Debt, Expenditure, 
and Taxation 

Los Angeles (Cal ), 143, 193 

Lotteries, 606 

Louisiana 

taxes, 100, 224, 370-371, 375, 405, 406, 
428, 466, 494, 524 
other subjects, 95, 190, 606, 711 
Lowell (Mass ), 395 

Luxury taxes, 270, 298, 548, 556, 558, 572, 
574 


J 

Justice in taxation see Taxation, distnhuUon 
•» 

K 

Kansas, 95, 474, 477 

199, 226, 405. 408. 428, 457, 
507, 521, 562 
other subjects, 95, 114 


Land, taxation of. sec Property tax, redty 
Land value tax, 286-287, 304, 410-412 
Lands oubhe, 92, 342, 595-601 
Kf ?^auon. 2, 197-226 305^06, 369- 
370, 452-454, 475-476, 533-535, 555, 
559-560, 564, 583 
federal limitation on federal tax 

199, 200, 203-204, 205-210, 281, 419- 
420, 422, 436, 439-440, 450, 452-453, 
477, 534, 555, 688-690, 757 


M 

Marne 

debt, 630, 631, 674 

taxes, 361, 362, 388, 474, 511, 519, 521 
other subjects, 95, 114 

Manufacturers’ excise sec Commodity taxes, 
general sales tax 

Maps, property tax, 328, 375, 376-377 
“Marginal utility” expenditure doctrine, 22- 
23 

Manhuana tax, 275, 558 
Maryland 

taxes, 374, 397, 404, 427, 429, 431, 437, 
445, 528, 530, 579 
other subjects, 95, 139, 709 
Massachusetts 
debt, 674, 708 
expenditure, 95, 101 
state aid, 100, 734-735 
taxation, 364, 374, 382, 384, 407. 427, 428, 
429, 431, 457, 458, 484, 509, 512, 519, 
521, 522, 533, 561* 579 
other subjects, 126, 601 
“Merit system,” IH, 123—1.28, 325—326 
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Michigan 
debt, 632, 634 
expenditure, 95, 723 

taxes, 318, 362, 376, 388, 403, 524, 533 
other subjects, 144, 164-165 
Military expenditure* see under 'Expenditure 
Milwaukee (Wis ), 143 
Mine taxes, 364, 387-388, 524, 534, 559 
Minimum exemptions sec under Exemptions 
Minnesota 
debt, 630, 631 
local accounts, 159, 161 
taxes, 398, 405, 406, 407, 430, 446, 474, 
494, 579 

other subjects, 95, 601 
Mississippi 
debt, 673, 710 
expenditure, 94, 95 

taxauon, 100, 226, 361, 368, 411, 428, 430, 
472, 517, 561, 562, 579 

Missouri 

taxes, 397, 428, 579 
other subjects, 95, 126 

Monev-and -deposits tax, 261, 270-271, 280 
Money lenders, taxation of, 527 
Monopolies, governmental, 173, 175, 190, 
603, 606 
Montana 

taxes, 279, 405, 406, 408, 530, 579 
other subjects, 95, 601 

Mortgages, taxation of, 216, 365, 370, 407, 
416, 547, 728-729 

Motion pictures, taxation of, 346, 351, 528, 
547, 558, 559, 561 

Motor vehicle fuel tax, 4, 5, 36, 98, 117, 227, 
285, 301, 313, 338, 340, 347, 349, 350- 
353, 564, 573, 574, 578, 581-585, 727- 
733, 748, 751, 754, 756 
Motor vehicle license charge, 5, 36, 98, 117, 
203, 219, 247, 285, 290, 338, 340, 349, 
350-353, 363, 365, 573-581, 611, 727- 
730, 746, 750-75,1 

Multiple taxation see Double taxation 
Municipal Finance Officers’ Association, 135, 
168 

N 


Nevada 

taxes, 319, 349, 364, 407, 450, 473, 484, 
749 

other subjects, 94, 95, 161 
Newark (NJ), 395 

“New Deal” program, see Expenditure ^ 
kef and recovery** 

New Hampshire 
expenditure, 83, 95 
taxes, 387, 429, 431, 465, 474, 521 
New Jersey 

debt, 632, 633, 634-635, 674 
expenditure, 95, 103-104 
state aid, 100, 735 

taxes, 371, 403, 485, 515, 519, 533, 574. 
751 

other subjects, 126, 163 
New Mexico* 

control of local finances, 165, 712 
expenditure, 94, 95 
taxes, 428, 508, 581 
New Orleans (La ), 190, 563 
New York 

expenditure, 82, 83, 94, 103-104 
taxes, 318, 329, 351, 353, 354, 356, 364, 
368, 382, 394, 401, 428, 429, 457, 471- 
472, 473, 480, 512, 513, 522, 532, 533, 
561, 562, 574, 727 

other subjects, 114, 126, 190, 601, 709, 740 
New York City 
debt, 638, 711 

enterprises, 173, 179, 193, 605 
taxes, 411, 563, 570, 733 
other subjects, 123, 616 
North Carolina* 

control of local finances, 165, 564, 634— 
635, 674 

debt, 634-635, 674, 709 
expenditure, 82, 83, 94, 95, 723 
state reorganization, 114 
taxes, 427, 428, 429, 472, 494,-^521, 530. 
576, 579 
North Dakota, 
enterprises, 179, 191—192 
taxes, 365, 428, 429, 431, 440, 474, 581 
other subjects, 95, 130, 604, 606 


National banks, taxation of see Ban\ taxes 
National Bureau of Economic Research, 49, 
50 

National Industrial Recovery Act, 76, 503, 
706—707 

National Municipal League, 135, 161, 168, 


National Tax Associaaon, 159-160, 166, 310 
365, 368, 372, 409, 446, 475, 512, 513 
516, 529, 537, 578, 589, 747, 753, 75f 
Nebraska: 


expenditure, 94, 95 
taxes, 100, 351, 408 


Offset, property tax, 451-452 
Ohio: 

control of local finances, 165, 634 
debt, 634, 709 

taxes, 362, 365, 398, 403, 405, 406, 429, 
431, 465, 507, 519, 528, 533, 574 
other subjects, 95, 114, 126, 154 
Oklahoma: 

taxes, 351, 407, 408, 428, 430, 431, 524, 
576 

other subjects, 95, 122, 165 
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Oleomargarine tax, 199, 237, 275-276, 281, 
526, 546, 556, 558 
Opium tax, 215-21^^ 558 
Oregon 

expenditure, 94, 95 

taxes, 429, 430, 431, 474, 480, 494, 512, 
524, 581 

other subjects, 139, 165 
Organization (corporation) tax, 507-509, 
534 


P 


Panama Canal, 60, 172, 178, 180, 182, 602, 
639, 668, 696 

Panama Railroad Co, 178, 182-186, 602 
Pari-mutuel tax, 528 
Pawnbrokers, taxation of, 527 
“Pay-as-you-go’' financing, 636, 638, 642- 
644, 648 

Payroll taxes, 105, 206, 253, 266, 338, 341, 
345, 347, 350-351, 465-467, 506- 
507, 532-533, 540-541, 648, 655, 759- 
760 

Peddlers, taxes on, 526 
Penalties, 330, 593, 595, 625 

Pennsylvania 
debt, 634, 709 
expenditure, 95, 103—104 
taxes, 362, 364, 374, 404, 407, 471, 508, 
509, 510, 511, 512, 519, 533, 561, 562, 
564, 576, 751 
other subjects, 114, 739 
Pensions, military* see Veterans* aid 
Personal exemptions sec Exemptions, 


mum 


Personal income tax, 53, 145, 302, 303, 304, 
313, 315, 338-339, 341, 342, 344-348, 
350-353, 363, 409-410, 421-465, 725- 
733, ,748-749, 754 

administration, 6, 324, 327, 328, 330, 428, 
446, 456-464, 721 

basis, 301, 424-425, 429-430, 431-444, 
759 

capital gains tax, 261, 424-425, 430, 432, 
434-439, 442, 499 
earned income credit, 443-444 
federal, 145, 338-339, 341, 342, 344-348, 
421-427, 428, 429, 430, 432-433, 435, 
437-438, 445, 446, 448, 449-450, 452- 
453, 454, 457, 458-459, 464, 655 
law of, 207-209, 214, 218, 220-221, 223, 


688-690 

nonresidents, taxation of, 430-431, 447- 
448, 453, 464, 745 

rates, 299-300, 302, 314, 347, 422-424, 
426, 428, 431, 444, 445-452, 454-455, 
465 

state, 6, 145, 338-339, 350-353, 363, 365, 
427-431, 432-433, 438, 446, 449, 450, 
453, 454, 457, 464 


Personal income tax 

theory, 252-256, 262, 265, 266, 270, 288, 
428, 431-434, 464-465 
Personalty, taxation sec Property tax, tangi- 
ble personalty, and intangibles 
Personnel management, governmental, 114, 
123-128, 325-326 
Philadelphia (Pa.), 193, 605, 711 
Pittsburgh (Pa), 411-412 
“Police power,” 199—200 
Poll tax, 203, 207, 233, 282, 288, 316, 349, 
351, 361, 418-421, 746 
Postal system, 141, 171, 175, 180—181, 602, 
639 

Post-audit, 118, 157 
Premiums tax, 522—523 
Pressure groups, 29—31, 60-63, 106, 166— 
169, 398, 748 

Price-level effects, 44—45, 61, 243—246, 336 
see also Taxation, shifting and incidence 
“Privilege” doctrine of taxation, 282, 285- 
286, 490-491, 529, 545 
Processing taxes, 37, 69, 206, 347, 527, 557 
Productivity of government expenditure, 20- 
21, 38 

Progressive taxation see under Taxation 
Property tax, 145, 207, 213, 224-226, 337- 
340, 349-353, 360-417, 725-726 
assessment organization, 4, 109, 318-321, 
324-325, 362, 372-374, 719, 721 
assessment procedure, 214, 218, 219, 327-« 
328, 361, 370-390, 517, 617, 632, 726 
basis, 301, 361, 364-372, 409-412, 728 
classified property tax, 213, 225-226, 363, 
380, 386, 394, 404-409, 413, 520 
collection and delinquency, 139, 303, 312, 
330, 400-403,719 

equalization, 318—320, 326, 361—363, 390, 
392-394, 726, 730-731, 739 
exemptions, 278, 295, 363, 366—368 
intangibles, 327, 363, 365, 370, 379-380, 
384-387, 406-407, 409-410 " 

rate limitation, 27, 110, 159, 224, 292, 304, 
363, 381-382, 397-400 
rates, 140, 173, 358, 362, 380, 381, 385, 
389-390, 394-400 

realty, 8, 327-328, 361-362, 369 , 375- 
378 405 

, review, 214, 318—320, 325—326, 362, 391— 
392 

tangible personalty, 327, 361, 363, 364— 
365, 369-370, 378-379, 405-406, 
409-410 

theory, 246-252, 256, 268-269, 270, 284, 
288, 412-416 
underassessment, 380-383 
Property tax offset, 451-452 
Protective tarifi see Customs duties 
Psy^ic income, taxation of, 433-434 
Public domain, disposal of, 92, 342, 595-601 
“Public ownership” see Enterprises 
Pubhc school finance, sec Expenditure, 
school 



864 INDEX OF SUBJECTS 


Public utility taxes, 4, 254, 319, 324, 338, 
351, 362, 364, 365, 374, 388-390, 511, 
514-519, 533-534, 541-543, 545, 
556-558 

Public Works Administration, 51, 76, 640- 
644 

Public works expenditures, 18, 45, 46—52, 
62, 72, 75, 76, 81, 83-84, 85, 87, 713 
Publicity o£ tax returns, 463—464 
“Pump priming,’* 38, 46-48, 50, 52, 637 
Purchasing, governmental, 59, 114, 119-123 

R 

Railroad taxes, 219, 254, 319, 324, 342, 362, 
364, 365, 374, 388-390, 497, 514-519 
Realty, taxation of see under Property tax 
Reciprocity 

interstate, 430, 455-456, 475, 523, 579- 
580, 745-746, 750 
tanfT, 554-555 

Reconstruction Finance Corporation, 41, 73— 
74, 104, 141, 186, 188, 604, 692, 703, 
707 

Rccordmg taxes, 365, 407, 547, 728-729 
Redemption, debt sec under Debt 
Referenda, fiscal, 165, 397-398, 614, 632 
Refunding, debt see Debt, conversion 
Regulatory taxation see under Taxation 
“Relief and recovery” program see under 
Expenditure 

Rents (receipts), 594-595, 605-606 
Reorganization, governmental, 108-119, 143 
Resettlement Administration, 185-187, 639 
Restaurants, taxation of, 527 
Retail sales tax sec under Commodity taxes 
Retaliatory tariff, 551, 554—555 
Retirement, debt sec Debt, redemption 
Review sec under Property tax 
Rhode Island, 

taxes, 384, 387, 404, 466, 472, 480, 533 
other subjects, 83, 95, 114 
Royalties (receipts), 594-595, 600, 605-606 


S 

“Sacrifice” doctrine, 23, 24, 282, 288—289, 
297 

St Louis (Mo ), 143 

Sales taxes see under Commodity taxes 

San Francisco (Cal ), 143 

Savannah (Ga ), 404 

Savings and taxation, 261, 263-272, 281, 
488-489 

Savings banks, taxation of, 406, 521 

School finance, 89-97, 591, 599, 601, 731, 
734—735, 737-738 sec also Expendi- 
ture, school 

Scranton (Pa ), 411 

Separation of revenue sources, 349, 719, 725- 
727, 753-756 

Serial bonds, 4, 633, 641, 678-680. 713 


Severance taxes, 351, 365, 523-524, 728- 
729 

Shared taxes, 353, 358, 381-382, 727-732, 
753, 756-758 

Shifting of taxes sec under Taxation 
Shipping Board, U S», 180, 183—184, 186, 
601 

Single tax, 279, 284, 286-287, 304, 410- 
412 

Sinking funds, 604, 605, 633, 641, 676-€ 78, 
697-699, 706-707, 713 
Situs, 202, 214-216, 369-370, 475-476, 745 
Social effects of taxation sec under Taxation 
Social expenditure sec under Expenditure 
Social Security Act, 76-78, 82, 105, 347, 465, 
532, 648, 668, 736, 759 
Soft drmks tax, 526, 556, 559, 561 
South Carolina 

taxes, 100, 427, 429, 430, 511, 521, 562, 
581 

other subjects, 95, 711 
South Dakota 

enterprises, 191-192, 604, 606 
taxes, 365, 368, 437, 446, 584 
other subjects, 95, 114 

Special assessments, 102, 284, 593, 594—595, 
612-619, 632 

Special charges, 36, 141, 170, 284. 507, 573- 
574, 593, 594-595, 606-612, 614 
Special districts, 88—89, 110-111 
Stamp tax, 302, 313, 342, 344, 346, 468, 556- 

557, 560-561, 566-567 
State aid sec under Grants-in-aid 
State banks, taxation of see Ban\ taxes 
State boards of equalization see Boards of 

equalization 

State control of local finances, 158-166. 

634-635, 674-675, 681-682 
State finances sec under Debt, Expenditure, 
and Taxation 

State-partnership doctrine, 282^ 286—287, 
490 

State reorgamzation, 112-114 
State tax commissions, 117, 119, 145, 164- 
" 165, 318-320, 323-325, 363, 373-374, 

381, 385, 387-388, 391-392, 398, 486, 
580, 585 

Stock transfer tax, 338, 351, 498, 547, 557, 

558, 561-562, 759 

“Subject and measure” rule, 202-204, 220, 
453, 511, 521, 688-689 
Subsidies, 34, 41-42, 295, 592, 595, 621- 
622 

Substituted taxes see 'Tn lieu'* taxes 
Sumptuary taxes, 275-276, 528, 546, 561, 
568 

T 

Tangibles, taxation of see under Property tax 
Tanfis* sec Customs duties 
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Taxanon, 7-12, 36-37, 57, 197-591, 608- 
609, 614 

administration, 2, 3, 10, 118, 294, 301— 
330, 362-363, 365, 372-394, 410, 420, 
456-464, 480-481, 535-538, 552, 
565-568, 580-581, 584-585, 721, 
754-755, 758 see also Avoidance, 'Eva- 
sion, and under particular taxes 
burden, 282-292, 335-337, 353-359 
capitalization, 250-252, 412, 415, 465 
distribution, 9, 10, 282-300, 304, 415— 
417, 420, 428, 446, 454, 465, 482, 489- 
491, 529, 530, 536, 543-545, 571- 
572, 587-588, 744 see also "Ability" 
doctrine, "Benefit" doctrines, and "Sacri- 
fice" doctiine 

double, 215-216, 223, 365, 370, 416, 430, 
455, 475-476, 743-746, 751 
economic effects, 23, 37-38, 260-281, 
304, 434-435, 447, 467, 488-489, 549- 
552, 636, 647, 654-655, 687 
federal, 44-45, 275-276, 300, 316-317, 
334-335, 337-339, 341-349, 355, 356, 
421-427, 468-471, 496-507, 532, 
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